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Censure for Substandard 


Audit Work 


The Micuican CPA (June 1958) re- 
ports on the censure of 2 member for 
substandard work. Such action is in 
conformity with the Michigan Associa- 
tion’s new program to meet this prob- 
lem as described in this department 
(July 1958) and is similar to the action 
of the Oregon State Board of Account- 
ancy also reported here (June 1958). 

The Board of Directors accepted the 
recommendation of the Committee on 
Professional Ethics to censure and ad- 
monish a member in connection with 
the performance of substandard audit- 
ing work. Accordingly, the member was 
censured. 

The board pointed out that each com- 
plaint of substandard audit work will be 
judged on its own merit, and that the 
primary reason for light punishment in 
this particular case was that it was the 
first instance in many years of a com- 
plaint of substandard auditing which 
had been referred to the Board of Di- 
rectors for action, and that future of- 
fenders cannot expect the same light 
punishment. 


Automatic Bank Reconciliation 


A brief description of how one com- 
pany achieves automatic payroll bank 
reconciliation is given by Robert D. 





ACCOUNTING NEWS AND TRENDS is con- 
ducted by Cuarves L. Savace, C.P.A. 
and member of the New York Bar. He 
is presently serving as a member of our 
Society's Committee on Legislation. 
Dr. Savage is professor of accounting 
and chairman of the Business Admins- 
tration Division of St. Francis College. 
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Accounting News And Trends 


Whisler in the INTERNAL AUDITOR (June 
1958). Under this system, the payroll 
is issued on checks of three different 
colors.’ One color is used for the first 
month, a second color for the second 
month, and a third color for the third 


month. On the fourth month the first 
color is again used. The bank main. 
tains a separate account for each color, 

Payroll checks are printed with the 
instructions, “Void if not cashed within 
30 days.” The bank, however, is in- 
structed to honor all checks if presented 
for payment within 60 days. If all 
checks are cashed on time, the bank ac- 
count will show a zero balance prior to 
its reuse, and the account will be au- 
tomatically reconciled. 

If at the end of three months there is 
not a zero balance in the account, the 
pay checks for the month are sorted 
by pay date. A count of the checks in 
each payroll is compared with the total 
of checks issued to find which week’s 
pay checks are incomplete. It is then a 
simple matter to sort the checks by 
number to determine which check or 
checks are outstanding. 

The bank is notified to stop payment 
on the outstanding checks and the out- 
standing balance is transferred to the 
company’s general fund. The employees 
who have not cashed their checks are 
contacted and checks are then drawn on 
the general fund to complete the pay- 
ments. 


The Audit of Municipalities and 

Continuing Education 

The Kansas Society of CPAs _ has 
issued the first two of a series of educa- 
tional bulletins for the benefit of its 
membership, on the subject of the audit 
of Kansas municipalities. Educational 
Bulletin No. 1, subtitled “Auditing 
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OW TO expand without overextending is one 


of the most crucial problems of any successful busi- 
ness. And, as an accountant, you may be called upon 
frequently by your clients for help in mapping out 
sound expansion policies and plans. 


We believe, therefore, that you will be interested in 
reading a new publication entitled “The Business 
Growth Plan.” This 16-page booklet discusses how 
factoring, a specialized form of commercial financing, 
provides five major requirements for sound and profit- 
able business growth. 


This publication is available without cost or obliga- 
tion to members of the accounting profession. Addi- 
tional copies are available for distribution to your 
clients. Address your request to Mr. Walter M. Kelly, 
President, Commercial Factors Corporation, One Park 
Avenue, New York 16, N.Y., specifying the quantity 
desired. 
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When you think of 


Finauctug- 


Machinery Loans 
Orders Financed 


Accounts Financed 
Inventory Advances 


Get in Touch With 





@ 
MAJESTIC p- 
—“~Aaclortd—conrr. 
175 Fifth Avenue at 23rd Street 
Flatiron Building New York 
ORegon 4-1200 


Recommended by Accountants, Banks, 
Attorneys and Clients 
Officers and Executives 


Juxius N. Mesusperc Epwarp W. GInsspurG 
Stoney W. Dorman’ Seymour I. Lesowirz 


s Send for our new booklet No. 5 — 
“FINANCING for Progress, Pros- 
perity & Peace of Mind.”... or 

Phone ORegon 4-1200 


Members of Assoc. Commercial Finance Companies, Inc, 
and New York Credit and Financial Management Assoc. 














THE SOBELSOHN SCHOOL 


announces its 
Fall 1958 


series of 

SHORT CPA REVIEW CLASSES 
Problems 

Auditing 

Theory 

Law 


Federal CPA 


Tax Review 





Classes begin September 8-13. 


is now open. Call or write for Bulletin “S” 


giving complete details. 


165 West 46 Street 
COlumbus 5-0819 


Registration 
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Standards and the Audit of Kansis Mu. 
nicipalities,” was released in the Kansas 
Society’s NEWSLETTER of April 26, 1958, 


| The Society is to be congratulated on 


its efforts to present specific aid to its 
members who undertake engagements 
of this specialized nature. 

Some reports of CPAs that have been 
filed with the Department of Post-audits 
of Kansas do not fully conform to the 
minimum standard auditing program 
approved by the State Municipal Ac. 
counting Board. The series of bulletins, 
which have been prepared in coopera- 
tion with Department of Post-audits, will 
point out the more common deficiencies 
that have occurred. 

The first bulletin emphasizes the fact 
that municipalities can exercise only 
powers conferred by law, and municipal 
officers handling public funds have only 
such power as the statutes grant and 
must disburse such funds in the manner 
provided by law. Thus, in its essence 
the audit must constitute an examina- 
tion of the accounts and financial trans- 
actions of the municipality to determine 
if the funds subject to the control of the 
governing body have been handled in 
accordance with the statutory authority 
conferred. Of course, in addition, as 
was pointed out by the Supreme Court 
of Kansas, “Its [the county audit’s] pri- 
mary purpose—the purpose of the stal- 
ute itself—is to determine whether the 
accounts and records of the county are 
being accurately and honestly kept. 
When the county commissioners, who 
are charged with responsibility in the 
matter, employ accountants to make the 
audit, they contract for skill, accuracy 
and fidelity on the part of those who 
represent themselves as experts in this 
line of work. If service which measures 
up to that high standard is not fur- 
nished, the breach of the contract is 
fundamental—it goes to the very heart 
of the contract.” 

The mark of a mature profession is 
one in which the members themselves, 
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not some outside authority, see to it that 
the high standards desired are main- 
tained. This bulletin and the future 
ones which will deal with the most com- 
mon report deficiencies, represent a seri- 
ous attempt to mest the responsibilities 
imposed by professional status. They 
will be reported on in future issues of 
AccouNTING NEWS AND TRENDS. 


Speeding Up Interim Closings and 

Reports 

Many CPAs will find of interest a 
description of how companies are expe- 
diting the preparation of accounting re- 
ports as set forth in a bulletin of the 
National Association of Accountants en- 
titled “Speeding Up Interim Closings 
and Reports.” Practices of fifty-one 
companies, ranging from small to very 
large, are summarized in this booklet. 

Most companies attributed the desire 
to shorten the report preparation time 
to such management 
plaints, need for “proving” the forecast, 


causes as com- 
growth of the company, intensified com- 
petition, decentralization of organiza- 
tion, and diversification of operations. 
Occasionally, a more instant cause was 
responsible. such as requirement to con- 
form to practices of a parent company. 
demands of a new management, or ur- 
gent preclosing requests for information. 
The approach to the problem gener- 
ally taken was to make a detailed analy: 
sis of the data required for operating 
statements. The source of the data was 
methods of accumulation. 
lime required, and subsequent depend- 
ent operations were scrutinized. Compa- | 
nies reported that these analyses showed 
that basically there were two general 


determined : 











sources of delay in closings: incomplete 
utilization of personnel and equipment 
and the lack of familiarity with the op- 
erations in each accounting link by 
other links of the same chain. 

Company practices indicated that the 
means used to counteract these delays 





and achieve faster closings include: 
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Our 19th Year 


Serving all industries 


Schnuer, 
BBA-MBA 


“I can help you secure 
Dependable 
hard-to-get male and 
female personnel” 


Our highly skilled staff 
of personnel special- 
ists can solve your 
clients’ every need 


from 
CONTROLLER 
to Office Boy 


from 
Sales Manager 
to Sales Trainee 
° 
For prompt, efficient 
service, call 


BRyant 9-7664 


Wm. Schnuer 
Licensee 


Shirley Schnuer 
Licensee 


EMPLOYMENT AGENCY 


100 West 42nd St. 
New York 36 
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ACCOUNTANTS! 
TAX RETURNS, 
REPORTS AND 
WORK SHEETS 


Reproduced 





On “Brunings”’ 
By Experts 


On Premises 


also 
Thermo-Fax 
and 
Mimeographing 
Accurate and 
Attractive 


TYPING 


Of Accountants’ 
Reports— 
Thoroughly 
Checked— 
Highly Skilled 
Personalized 
Service 


LILLIAN SAPADIN 


501 Fifth Avenue 
(corner 42nd St.) 


New York 17, N. Y. 

MUrray Hill 2-5346 

MUrray Hill 2-7364 
Since 1940 
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1. Tightening of procedural steps of 
the closing through scheduling so that 
each employee concerned knows the 
“what” and “when” of the part he plays, 

2. Introduction of better methods 
which often, though not necessarily, uti- 
lize tabulating and other accounting 
equipment. 

3. Overcoming obstacles presented by 
particular classifications of information 
hard to complete at closing time, such 
as sales, job billings late in the period, 
accounts payable and their distribution 
to costs, inventories, payrolls and criti- 
cal information from outlying points, 


The Bank Examiner Program 


“The Bank Examiner Trainee Pro- 
eram Offered by the New York State 
Banking Department” is a booklet de- 
scribing the new methods of recruiting 
bank examiners apiguesics in esis 


es nts er civil service pati 
with on-the-job experience within the 
banking industry and is a distinct de- 
parture from the practice of employing 
as new examiners only men with well- 


rounded banking experience. After a 


APPRAISALS 


NATIONAL ORGANIZATION OF 
APPRAISAL ENGINEERS 


STANDARD APPRAISAL COMPANY 


PITTSBURGH 6 CHURCH STREET ATLANTA 
PriLADELPHIA NEW YORK, N. Y. sr. Louis 














BUSINESS INSURANCE 
PROBLEMS? 











% A unique 


advisory service 
for accountants 
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two-year Lraining period in both com- 
mercial and savings banks, the trainee 
is deemed qualified to compete for ap- 
pointment as bank examiner. 


In explaining the work of a banker, | 
the booklet quotes the following defini- | 


tion: “A successful banker is composed 
of about 1/5th accountant, 2/5th law- 
yer, 3/5th political economist, 4/5th 
gentleman and scholar, total 10/5th. 


Any smaller person may be a pawn- | 
broker or a promoter, but not a banker.” | 


It then summarizes the role of bank 
examiner and states that it combines 
facets of such professions as auditor, 
lawyer, tax man and appraiser. Despite 
these statements on the broad experi- 
ence necessary, an analysis of the on- 
the-job training program suggests, how- 
ever, that experience in auditing is still 
the basic requisite. One-third of the 
specifically assigned time during the 


two years in commercial banks and sav- 


ings institutions is spent in the auditing 
department. 


This program was developed with the | 
assistance of a committee of New York | 


State bankers and is an 
eflort to maintain and improve the qual- 
ity of the service rendered by the Bank- 


ing Department. 


imaginative 


The Investment Club 


A new phenomenon in the socio-busi- 
ness world—the investment club—is dis- 
cussed by Luciano Vitale in “An Ac- 
countant Looks At Investment Clubs” 
(Tue Connecticut CPA, December 
1957). At the present time there are 
nearly 15,000 investment clubs in the 
U. S., most of them established in the 
last few years. The investment club is 
agroup of friends (6 would be enough; 
8 to 12 is probably ideal; 20 or more 
create special problems) who join to- 
gether to invest in securities. Usually 
there are no dues, but instead a fixed 
amount, varying in different clubs be- 
tween $10 and $100, is contributed 





monthly by each member. 


1958 








When writing to advertiser kindly mention The New York Certified Public Accountant 


| | Immediate Possession 
CROSS & BROWN €0., Agent 
Madison Avenue @® MU. 5-7000 
Accountants 
C Controllers 
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IDLE FUNDS 


EARN: 3% 


compounded quarterly in a 
“BUSINESS SAVINGS ACCOUNT” 


Depreciation Funds 
| Escrow Funds 
Lease Deposits 
Pension Funds 
Profit Sharing Tax Reserves 
Funds Trustee Funds 


And Any Excess Funds Above 
the Minimum Working Balances 
Required in Checking Accounts 


Excess Cash 

Reserve Funds 
Self-Insurance Funds 
Surplus Funds 


“Ask for Business Savings Account 
folder and signature cards” 


SERIAL FEDERAL SAVINGS 


and Loan Association of N. Y. C. 
70 Church Street, N. Y. 7 


BRANCH OFFICE: 
162 W. Broadway, New York 13 


“Established in 1885’’ 








| 
| 
| 











370 LEXINGTON AVE. 


(S. W. Corner 41st St.) 


| Desirable offices of 
various sizes 




















MUrray Hill 7-3250 
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ANOTHER GOOD REASON 
MORE ACCOUNTANTS ARE 
SWITCHING TO 


ACCOUNTANTS’ 
SUPPLY HOUSE! 





COMPARE this special _rein- 
forced cloth gusset riveted (as 
shown) envelope to the ones you 
are now using 


RED ROPE 
E-X-P-A-N-D-I-N-G 
ENVELOPES (Legal Size)! 


© Heavy 18 pt. stock — 5 piece con- 
struction 

® Cloth reinforced flap scored for 
easy fold-over 

® Front piece folded over at top for 
additional reinforcement 

e Cloth gusset riveted to back to 
prevent pulling-apart. 


12 50 100 
10 x 15 x 344” expansion.... $7.20 $27.00 $49.50 
10 x 15 x 544” expansion.... 7.90 31.50 59.50 








See this wonderful bargain for your- 


self! Send $1.00 and we will send 
Postage Free, 1 Sample of 
Each Size. 


(Please add 3% Sales Tax for N. Y. C.) 


| you, 
| 
| This offer expires Sept. 17. 

















ACCOUNTANTS’ 
SUPPLY HOUSE 


Dept. NY-8 
305 Canal Street, New York 13, N. Y. 
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The accountant is often asked aboy 
these clubs and is frequently invited 
by his friends to work with them to 
establish one. His professional skill and 
ability to analyze and interpret financial 
information enables him to be particu. 
larly helpful in discussions of inves. 
ment plans. These discussions usually 
follow a reading of some financial pub. 
lications and “tip sheets” and decisions 
to buy or sell are usually arrived at 
unanimously. 


Most clubs are not incorporated and | 


operate as joint ventures or partner. 
ships. Even though all members par. 
ticipate in decisions, one member jis 
appointed as agent and attorney-in-fae! 
for the club and he transmits orders to 
the broker. Securities should be held 
in “street form” by the broker who 
collects the dividends and remits to the 
member-agent who keeps a_ checking 
account for all receipts and disburse- 
ments. 


Prize Articles and Public Relations 


An unusual effort to assist one type 
of business with its accounting problems 
has been undertaken by the New 
Zealand Society of Accountants in coop- 


eration with the New Zealarid Retail 
Motor Trade Association (THE Ac 


COUNTANTS’ JOURNAL, New Zealand, May 
1958). These groups have invited en- 
tries for the best article on the subject 
of an accounting system for a small 
motor trader and garage proprictor. In 
addition to the professional recognition 
resulting from the publication of this 
work, the writer is to be awarded a prize 
of some 50 guineas. 

The cited purpose of this competition 
is to encourage the preparation of a 
suitable form of accounts for the bene: 
fit of members of the Association. 
Joint activity of this sort with trade 
associations seems to be a method by 
which the profession can achieve better 
public relations. 
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a An Adirondack View | as a regular monthly feature since that 
ted time. The views expressed by him re- 
A, Twenty-five years ahead is a long | flected a unique combination of wit, 
and time but, when over, it’s very short. wisdom, and universality of thought 
cial Qur regional conference, in June, here | ™agnificently integrated with a concern 
in | at Whiteface Inn, was its twenty-fifth. | with both the technical and over-all 
est: Thirty-eight attended in 1934; 380 in | problems of our profession. 
ally } 1958—a growth of 1,000 per cent! To Leonard Houghton, CPA, we ex- 
ub: Ahead is another twenty-five years. | tend, on behalf of our readers, our 
ons | What will they bring to us? Here are | sincerest appreciation and best wishes. 
j some ideas: —Tue Epiror 
|. Educational requirements up—col- 
and lege, or college plus, for all CPAs. And = 
et: | regulations up—New York included. | 
zl 2. Punched-card machines for small J. M. TENNEY 
fact | businesses——a machine to accumulate all | | CORPORATION 
-io | the general bookkeeping currently for | 
eld each month. | | 
vho 3. Taxes continuing up—to pay for | ll Realty Investments 
the | what the people want. || 
me |. The smaller CPA offices bigger in | ||| 535 Fifth Ave. OX 7.0636 
| prestige and number—like the lawyers. ! 
Less dependence on the big city. iL! 
5. A start to dropping one letter from 
CPA and making it just CA — MDs “Pm available for employment 
ype | Were never MPDs. a eee ee 
ms And, no monthly Adirondack View in py! caren eee 
Yew | this magazine — this is the last one. AGENCY.’? 
0)" Perhaps some Buffalo Views, or West- Typleal of the gene coreonet 
tail } chester Views. So, after ten years, we and, other office, Personnel | 
Ac. | say “Adieu, kind friends, adieu;” keep | | Employment Agency. List | 
ay | your eyes on the mountains, and the unusually good results. i 
en- | Valleys will take care of themselves. MAXWELL. 
” Leonarp Houcutox, CPA cent ne 
nall ge if 130 W. 42 St., N.Y.C. 36, N.Y. LOngacre 4-1740 
Saranac Lake Branch « 
hs “The Adirondack Chapter” 
10 
* - ie Certified Property Appraisals 
ss Our readers will note, with deepest for 
. regret, this announcement of our dear ——_— ee, eee 
ion | friend and colleague that this issue of ; 
fa | our magazine contains the last contribu- Bank Credit 
ene: | tion of An Adirondack View. The last Insurance 
iol: | of anything good inspires sentiments 
rade | of sadness and of nostalgia. Leonard | APPRAISAL AFFILIATES, INC. 
by | Houghton submitted his first contribu- | | 335 BROADWAY, NEW YORK, N. Y. 
‘let F tion to our magazine in January 1948, | BA 7-3571 
over ten years ago, and it has appeared | 
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Letters to the Editor 


The Accounting Profession in Australia 


[ had thought for some time of pre- 
paring a memorandum for the New 
York Certiriep PuBLic ACCOUNTANT 
dealing with, first, the economic .and 
background to accounting in 
Australia, and then, in some detail, the 
principal features of the accounting sit- 
uation here professionally and educa- 
tionally. This would very likely have 
run to a greater length than you would 
care to publish in any one issue, but I 
felt that maybe you could split it for 
publication or discard part of it as you 
thought best for your purposes. I thought 


social 


the introductory statement might have 
been desirable in view of the possibility 
that, to some of your readers, Australia 
may be known as the country of kanga- 
roos, swimmers and tennis players but 
little else. This, of course, is a playful 
exaggeration, but we did find when we 
were in the U. S. A. in 1955 that there 
were few people who had an apprecia- 
tion of the economic resources and prob- 
lems of Australia. On more than one 
occasion we were even complimented on 
the speed with which we had “picked 
up” the English language—but this was 
not by CPAs, I must admit. 


hesitated about embark- 
ing on this project, because of the pos- 


However, | 


sibility that it might be doing your read- 
ers an injustice in imputing to them a 
lack of knowledge which they in fact 
do possess. It was this hesitation, cou- 
pled with a very full working pro- 
gramme in the last few months, which 
contributed to the rapidity with which 
the days and weeks slipped past me. 
Perhaps a few words about the pro- 
fessional set-up in Australia in our com- 
mon field of endeavour may be of in- 
terest to your readers, 


540 


There are a number of bodies of ae. 
countants and kindred professional peo. 
ple in Australia, each having a national 
membership. 

The Institute of Chartered Account: 
ants in Australia is the nearest equiva 
lent to the American Institute of Certi- 
fied Public Accountants, in that all its 
members are or have been engaged in 
professional public accounting. Its mem- 
bership at 30 June 1957 was 3,863, of 
whom 2,445 were in practice either on 
their own account or in_ partnership, 
and 531 in the employment of practis- 
ing public accountants, the remainder 
being “‘on the separate list,” that is, not 
currently engaged in public accounting. 
Membership of the Institute is open to 
persons who have been in practice them- 
selves or in the employ of a chartered 
accountant for five years and who, in 
addition, have passed the qualifying ex- 
aminations of the Institute. These exami- 
nations are in three stages—Preliminary, 
Intermediate and Final. Exemption from 
the Preliminary and Intermediate ex- 
aminations is granted to certain per- 
sons, such as graduates in commerce of 
certain of our universities if they have 
passed the equivalent subjects in their 
undergraduate courses, or Registered 
Public Accountants in the states of New 
South Wales and Queensland. Exemp- 
tion from the Preliminary and part of 
the Intermediate is available in other 
cases where professional examinations 
of other bodies have been passed. No 
exemptions, however, are available from 
the Final examination, which comprises 
three papers in Accounting, one in 
Auditing, one in Professional Ethics, 
and one in Federal Income Tax. No 
person may describe himself as a Char- 
tered Accountant unless he is a member 
of this Institute. 
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The Australian Society of Accountants 
has a much larger membership, totalling 
91.335 at 31 December 1957. Its mem- 
bership is open to any person (of good 
repute, of course) who has passed its 
examinations or qualified in an equiva- 
lent manner by graduating in Commerce 
in recognized institutions, such as cer- 
tain of our universities, technical col- 
leges, and the like. Persons who are 
under 21 years of age or who have not 
had adequate experience in public, com- 
mercial or governmental accounting are 
admitted to membership as provisional 
associates. 


The Australasian Institute of Cost Ac- 
countants is, as the name suggests, a 
body of cost accountants. It has recently 
become afliliated with the Australian So- 
ciety of Accountants for administrative 
purposes, but retains its identity of mem- 
bership, which is open to cost account- 
ants of some experience who have quali- 
fied for admission by passing, in addi- 
tion to the Society’s examinations, an 
examination in advanced costing and 
factory organization. The membership 
of this Institute at the end of 1957 was 
about 2,100. 


The Chartered Institute of Secretaries, 
with headquarters in the United King- 
dom, has an active branch membership 
in Australia of a little more than 6,000. 
This is open to secretaries of corporate 
enterprises and other institutions, ad- 
mission, again, being by examination 
in company law, secretarial practice 
(conduct of meetings, etc.), economics, 
ele, in addition to accounting. Mem- 
bership of the Institute of Chartered 
Accountants or of the Australian Society 
of Accountants carries exemptions from 
the accounting examinations in this In- 
stitute. 


In each of the states of the Common- 
wealth of Australia the formation, man- 
agement and liquidation of private cor- 
porations are governed by the provisions 
of a Companies’ Act. While there is 
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substantial correspondence between the 
several state acts, there are also numer- 
ous minor differences. Most of the acts, 
however, provide that an auditor of a 
public company (that is, one which offers 
its shares or stock for subscription to 
the public) must be qualified by licence 
from a board set up under the Act and 
must pass examinations set by the board 
unless exempted by reason of his mem- 
bership in a recognized professional 
accounting body, such as the Institute of 
Chartered Accountants or the Australian 
Society of Accountants, or (in Victoria) 
by having passed the requisite subjects 
in the course of the University of Mel- 
bourne leading to the Bachelor of Com- 
merce degree. In practice, it is rare to 
find an auditor of a public company 
who is not a member of the Institute 
of Chartered Accountants. 

It may be of interest to note that the 
various Companies’ Acts provide that the 
auditor of a public company shall be 
elected by the shareholders in general 
meeting and shall report to them on the 
balance sheet and profit and loss ac- 
count presented to them annually by the 
directors. Thus, in law at least, the 
auditor is independent of the directors, 
being directly responsible to the mem- 
bers by whom he is appointed and to 
whom he makes his report. 

In two states—Queensland and New 
South Wales—statutes have been passed 
providing for the registration of public 
accountants and restricting the practice 
of public accounting in those states to 
persons qualified by examination and 
registration. The registration of account- 
ants has also been under discussion for 
many years in Victoria and legislation 
has long been “imminent,” but so far 
has not been placed on the statute book. 

Auditors of municipalities must also 
be licensed under state Local Govern- 
ment Acts, which set up boards to con- 
duct their own examinations in munici- 
pal law and accounting. The subject of 
municipal auditing does not form a topic 
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in the syllabus of examinations of any 
of the professional bodies. 

This, in brief and broad outline and 
without many refining details, is the 
professional framework to accounting 
activities in Australia. 


Louis GOLDBERG 

G. L. Woop Professor of Accounting, 
University of Melbourne, 

Victoria, Australia 


Application of Statistical Sampling 
to Auditing and Accounting 

Our Society’s Committee on Applica- 
tion of Statistical Sampling to Account- 
ing and Auditing has, as one of its 
primary objectives, the communication 
of information on this subject to the 
membership of the Society. In this con- 
nection, it occurs to me that the readers 
of this magazine would be interested in 
perusing an excellent report which re- 
views our profession’s current inquiries 
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into the subject and plans for the study 
and preparation of appropriate liter 
ture. This report, which is reprinted) 
below, was submitted to the Couneil q 
the AICPA by its Committee on Statig 
tical Sampling and covers the activities 
of that Committee for the fiscal year 
ended August 31, 1957. 
ANNUAL REPORT OF THE AICPA’s 

COMMITTEE ON STATISTICAL SAMPLING — 

The committee on statistical sampling, 
which was first appointed last October, 
held its organizational meeting on No 
vember 29 and 30, 1956. Since then it 
has met on May 2 and 3 and on Sep | 
tember 5 and 6 of this year. It has 
scheduled another meeting for Decem 
ber 5 and 6. Up to the present time, 
these meetings have been devoted largely 
to exploring the subject of statistical 


| sampling, to reviewing the literature on 
5 5 


the subject, and to general discussion of 
the auditing and accounting problems 
involved. The committee is now turning 
to more specific projects, which | will 
outline briefly in the latter part of this 
report. 

Statement of Objectives. It has been 
agreed by the committee members that 
obviously the appointment of the com 
mittee should not be interpreted as 
meaning that the Institute has approved, | 
or is necessarily about to approve, statis 
tical sampling for auditing or accounting 
purposes. Rather, the committee be 
lieves it should take an exploratory of 
research attitude toward the subject, and” 
that it may ultimately accept the statis 
tical approach in part, or that it may 
reject it wholly. 

There has been considerable discus 
sion of the statement of objectives which 
was submitted to committee members at 
the time they were appointed and itis 
believed that the statement should be 
revised to indicate more clearly the te 
search approach that the committee 
must take. Accordingly, the statement 
of objectives has been revised, and thé 
committee requests your approval of 
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the revised statement which reads x 
follows: 


Objectives: 


1. Make an impartial review of the , 


technique of statistical sampling, explor. 
ing and evaluating its underlying a 
sumptions and philosophy. 


2. Disseminate information about } 
statistical sampling in non-technical lan. | 


guage. 


3. Determine areas in accounting 


and auditing in which statistical samp- | 


ling may be useful. 


4. Determine specifically whether sta- 
tistical sampling methods are applicable 


insofar as test-checking is involved in | 


the conduct of a professional examina- 
tion of financial statements. 


5. If applicable, illustrate the areas 
in which useful and the methods that 
may be applied in each. 


6. Prepare statements of findings for 
reference to the committee on auditing 
procedure from time to time. 

The statement of methods of opera- 
tion of the committee, which was in- 
cluded in the material sent to committee 
members when they were appointed, 
also has been revised to define more 
precisely the way the committee expects 
to proceed. As revised, it is as follows: 


Methods: 

1. Review literature on_ statistical 
sampling. 

2. Discuss problems in meetings and 
by correspondence. 


3. Individual members develop case 
studies for experimentation, to be used 
as basis for committee discussion and 
recommendation. 


4. Committee solicit experimentation 
by others for appraisal and reporting 
thereon by individual committee mem 
bers as basis for full committee discus- 
sion and consideration. 
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5. Prepare papers for discussion 
within committee on: 
(a) Specific test-check phases of 
auditing. 
(b) Specific audit techniques that 
are challenged by statisticians. 


6. Provide information to the ac- 
counting profession and others, but only 
after clearance by committee on audit- 
ing procedure. 


7. Discuss with statisticians (some- 
what as a committee on relations with 
statisticians) the statistical soundness of 
the conclusions reached from time to 
time by the committee. 

Glossary of Statistical Terms. At the 
request of the committee, a glossary of 
accounting terms which accountants are 
likely to encounter in studying statisti- 
cal sampling was prepared by Lawrence 
L. Vance, a member of the committee. 
It is believed that this glossary would 
be interesting and valuable to a good 
many practitioners. Accordingly, the 
committee plans to offer it, together with 
a bibliography of the literature on sta- 
tistical sampling, to the membership, 
upon individual request, as soon as some 
revisions in the glossary have been made 
and the bibliography has been pre- 
pared, 


Subcommittee Projects. Three sub- 
committees have been appointed to deal 
with specific areas of statistical samp- 
ling problems. One of these, the sub- 
committee on estimation for accounting 
purposes, has been appointed to study 
the accounting and auditing implica- 
tions involved in situations where sta- 
tistical sampling techniques are being 
ued to determine prime accounting 
data. 

Another subcommittee, on random 
lection without statistical evaluation, 
is investigating some of the possible 
implications of using only a part of the 
statistical approach to sampling. It is 
‘so working on the question of whether 
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randomness is in fact a requirement in 
sampling for audit purposes. 


A subcommittee has also been ap- 
pointed to study the literature on the 
broad subject of the purposes of audit 
sampling. Involved in this are such 
questions as: whether the sample should 
be representative of the universe, as is 
implied in a good deal of auditing lit- 
erature; whether the auditor does in 
fact make inferences (in the mathemati- 
cal sense) about the universe on the 
basis of sample results; and how to ap- 
praise relatively the interrelationship 
of sampling as a means of testing in- 
ternal control and the bona fides of 
accounts. A further matter under con- 
sideration is clarification of the circum- 
stances in which a sample should be 
self-sufficient for a particular purpose, as 
distinguished from those cases in which 
using a sample is just one step leading 
to a conclusion based on several steps. 


Cooperation with Professional Stati- 
sticians. There has been some uncer- 
tainty within the committee as to 
whether the time has come when it would 
be advisable to establish cooperative 
arrangements with one or more of the 
recognized associations of statisticians 
for the purpose of exchanging view- 
points. Until now, it has been the con- 
sensus that the committee should first 
achieve greater familiarity with the 
problems involved in applying statistical 
techniques to auditing. However, it was 
decided at the last meeting that the 
possibility of establishing means for in- 
formally exchanging ideas with a group 
of professional statisticians should be 
explored and discussed further at the 
next meeting. 


[End of AICPA Committee Report] 
Grecory M. Bont, CPA, 


Chairman of our Society’s 
Committee on Application 
of Statistical Sampling to 

Accounting and Auditing 
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ADDRESS FOR ge Saga number, The New York Certified Public Accountant, 677 Fifth 


Avenue, New York 22, N. 


HELP WANTED 


CPA-Attorney, tax specialist, man _ experi- 
enced in planning, research and review, pro- 
gressive medium midtown CPA firm, presently 
per diem, free office facilities, good» oppor- 
tunity for future partnership interest. Box 
1472. 


SITUATIONS WANTED 


Immediately Available, accountants, office 
managers, bookkeepers. Bookkeepers & Ac- 


countants Division, Maxwell Employment 
Agency, 130 West 42nd Street, N. Y. C.,, 


telephone LOngacre 4-1740. 


CPA, partner in firm, 35, seeks position lead- 
ing to acquisition of practice or partnership 
Box 1458. 


Financial Executive, CPA, law degree, over 
25 years extensive experience, public, private, 


interest. 


presently employed assistant comptroller 
manufacturing company, progress blocked, 


seeks more challenging opportunity, excellent 
references, $10,000. Box 1467. 


CPA, 32, with small practice desires per diem 
8-12 days monthly, excellent professional back- 
ground. Box 1469. 


CPA, AICPA, NYSSCPA, MBA, 16 years pub- 
lic accounting and tax experience, desires po- 
sition in tax department of CPA firm, avail- 
able two days week. Box 1473. 


CPA, tax accountant, LLM taxation, experi- 
enced tax research, planning, protests and 
petitions, available per diem N. Y. C. area. 
1480. 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service, desk provided 
for interviewing, $6.50 per month, directory 
listing. Modern Business Service, 505 Fifth 
Avenue (42nd Street). 


Practice Wanted, substantial terms, know- 
how offered overburdened or retired practi- 
tioner, CPA, N. Y., N. J., AICPA, IE, MBA. 
Box 1459. 


Well Equipped CPA Firm, will purchase all 
or part of the practice of overburdened or re- 
tiring accountants, substantial cash or attrac- 
tive retirement arrangements will be offered. 
Box 1460. 
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CPA, desires to purchase practice, New York 
City area, honor graduate, excellent tax and 
accounting background, specializes in highest 
type professional service to small and medium 
size accounts, excellent financial terms, re. 
plies held strictly confidential. Box 146]. 


CPA, 38, Mid-Hudson area, desires associa- 
tion with individual or firm with partnership 
possibilities in view. Box 1462. 


CPA, diversified experience, modest clientele, 
free time, seeks association with overburdened 
or retiring practitioner. Box 1463. 


CPAs, N. Y., 2, early 30s, extensive account: 
ing and tax experience, desire to purchase 
practice of an established or retiring practi- 
tioner, substantial capital available. Box 1464. 


Office Space, in CPA suite, Grand Central 
area, secretarial service, Bruning reproducing 
machine, excellent environment, MU 2-7168 
or Suite 1210, 41 East 42nd Street, N. Y. C. 


Statistical Typing, expert for CPAs, neat 
quality work, midtown location, rapid service. 


Box 1465. 


CPA, 33, 9 years public experience seeks as- 
sociation with individual practitioner offering 
partnership opportunity in other than Metro- 
politan N. Y. Box 1466. : 


1441 Broadway, sublease small air-condi- 
tioned office. LO 4-6474. 


CPA, Society member, over 20 years diver: 
sified public experience, $9,000 practice, free 
time, seeks association with overburdened 
practitioner for mutual benefit. Box 1468. 


CPA, 32, excellent professional background, 
will purchase practice to $20,000 or indi- 
vidual accounts on substantial terms, Metro- 
politan or Nassau County areas preferred. 
Box 1470. 


CPA, 35, AICPA, NYSSCPA, Nassau office, 
$8,000 gross practice, substantial free time 
will service, buy or share interest in Long 
Island accounts. Box 1471. 

CPA, 33, AICPA, NYSSCPA, available 12 
days a month or association with future, wl 
buy or service accounts. HIckory 4-3048, Box 
1474, 

CPA, 42, small quality practice, seeks ass0- 
ciation with similar practitioner share office, 
junior, etc., or will rent 200 feet in dignified 
suite. Box 1481. 
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BUSINESS OPPORTUNITIES 


CPA Firm, small, well-established, will op- 
erate, manage and assume tax burdens for 
practitioner, association or purchase, con- 
tinuity and coverage provided under feasible 
working arrangements. Box 1475. 


CPAs, 2, moderate practice, desire office with 
secretarial services. Box 1476. 


CPA, gross about $15,000, has few days avail- 
able, desires association with practitioner, aim 
joint administration, mutual benefits and 
eventual partnership. Box 1477. 


Individual Practitioner, $15,000 gross, age 
3], interested in association, merger, etc., or 
any inviting arrangement other than sale. Box 
1478. 


CPA, attorney, tax man, former revenue agent 
and technical adviser, specializing exclusively 
in tax and estate planning, research, litigation, 
audits and returns, seeks association with ac- 
counting firm in need of part time tax serv- 
ices on mutually satisfactory arrangement. 
Box 1479. 


42nd Street and Fifth Avenue, share pri- 
vate office, completely furnished, roomy, quiet, 
rent $55.00 per month. Telephone YUkon 
6-4453. 


Stenographic Services, statistical typing, re- 
ports, rush letters and specialized work. Helen 
Maresca, 509 Fifth Avenue, New York 17, 
New York, telephone YUkon 6-4452. 
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By L. Mitton Woops, C.P.A. 


proposed capital expenditures. 








Some Fundamental Principles 


The use of economic yardsticks to 
evaluate capital investment possibilities 
is a subject of increasing importance in 
the business world of today. The supply 
of available investment capital is likely 
to decrease because of increasing tax 
burdens at the Federal, state and local 
levels. The demand for this capital will 
continue high, and the pressure of in- 
lation increases this demand. Compe- 
lition and rising costs are other factors 





L. Mitton Woops, C.P.A. and member 
of the Bar, is a member of the American 
Institute of CPAs, the American Ac- 
counting Association, and the Colorado 
Society of CPAs. He is engaged in the 


practice of accountancy in Billings, 
Montana. 
1958 


Economic Analysis and Rate of 
- Return on Investment 


The field of economic analysis for purposes of budgeting and forecasting 
capital expenditures is a large one, rapidly being filled by engineers and 
economists. The C.P.A. is in a uniquely favorable position to render a 
real service to management in this area because he has the financial data 
readily available for use in preparing these analyses, while his auditing 
responsibility affords ideal opportunities for preparation of progress 
reports on investments undertaken. There is a definite challenge to the 
public accountant to enter this field, if he will but accept it. This article 
discusses the use of the “return on investment” method of analyzing 


which force a more careful appraisal of 
investments, so that a reasonable profit 
margin can be maintained. 


Most large companies employ some 
concept of budgeting and forecasting 
capital expenditures. The preparation 
of the budget is often an involved task, 
requiring the services of accountants, 
engineers, and top management. In 
many organizations, this preliminary 
budget is then submitted to the board 
of directors for final approval. It is 
therefore necessary that some means be 
adopted in presenting the budget where- 
by comparisons and evaluations of the 
various proposals can be accurately 
made, so that management approval can 
be intelligently given to programs which 
will permit maximum utilization of the 
company’s resources, and maximum 
profit opportunities. 
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Economic Analysis and Rate of Return on Investment 


A Primary Axiom 


Of course, there are many factors 
which influence the ultimate managerial 
decision. Nearly every substantial in- 
vestment is subject to some element of 
risk. In some industries, this element 
may be very great. Therefore, if two in- 
vestment opportunities do not have the 
same risk element, the same rate of re- 
turn on the investment would not be 
acceptable for both cases. The evalua- 
tion of risk factors and other similar 
matters is the particular province of top 
management. This is an illustration of 
the primary axiom of economic evalua- 
tion: There is no formula that will fit 
every situation, and there is no substi- 
tute for executive judgment. The failure 
to recognize this axiom is the reason for 
much of the confusion that has arisen, 
both on the part of accountants and 
management personnel, as to the proper 
use of the various economic yardsticks. 
The whole purpose of an economic eval- 
uation of investment opportunities is to 
provide a useful common denominator 
whereby the differences in the various 
opportunities may be effectively com- 
pared on a completely objective basis. 
Of course, the objectivity of the eco- 
nomic approach selected cannot be as- 
sured, unless we can be assured of the 
objectivity of the person making the 
analysis. There is no such thing as a 
universal method, as will be pointed out 
more fully, and it is in the selection and 
application of the proper method that 
the public accountant can perform his 
greatest service in this field. Although 
the company engineer may have com- 
plete command of the technical aspects 
of the project which he advocates, his 
evaluation of this project in comparison 
with some other project will often be 
less than objective. For this reason, it is 
important that these comparisons be 
made by an independent expert. 


550 











Criteria for Evaluation of Techniques 


Naturally, it is axiomatic that the 
choice of an economic yardstick will 
depend upon what it is expected to do, 
In most cases, the following general 
criteria are important. 

1. The yardstick should utilize the 
largest possible number of factors in. 
fluencing the investment choice. Neces. 
sarily, this implies that each factor 
should influence the final result approxi- 
mately to the same extent as all other 
factors of equal importance will influence 
it. Thus, if a project is expected to 
realize the greater proportion of its in- 
come from a single sale, it will be seen 
later that the timing of this sale in the 
calculations will have a disproportionate 
effect upon the final result obtained ina 
discounted-cash-flow type computation. 
In such a case, some other method may 
produce a better result. 

2. The yardstick should produce con- 
sistent results. It is not essential when 
developing a method of analysis that the 
result be capable of translation into the 
same terms as the operating statement 
of the company. But it is absolutely 
essential that a result obtainéd under 
one set of circumstances will be capable 
of a consistent interpretation with an- 
other result obtained under another set 
of facts. Stated in another way, this 
simply means that we may use a method 
which rates one project as a factor 3 on 
a known scale, and another as a factor 5 
on the same scale. It may be true that 
we cannot perhaps take the income state- 
ment and balance sheet for the same 
period and obtain a factor for the entire 
company, but this is not necessarily a 
defect in the method. It will be pointed 
out later that the taking of post-mortems 
of past estimates is rendered easier if 
the result of the analysis method can be 
directly compared with actual operating 
results, but this one factor is not suflt 
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cient justification for abandoning other- 
wise usable techniques. 

3. The result must be capable of be- 
ing readily explained to an executive 
who is not a mathematician or a theore- 
tical economist. There are many excel- 
lent devices in use today which utilize 
extremely advanced mathematical con- 
cepts. The results obtained are ad- 
mittedly of first-class quality in those 
specialized situations which exactly “fit” 
the method. However, even in those 
cases in which these methods are directly 
applicable, their use should be restricted 
to those technical personnel who are 
thoroughly familiar with the detailed 
proofs involved. They have no place at 
the board of directors meeting. 

The Development of Specific 

Techniques 

The above criteria will seem to be 
very general to the reader, and this is 
of necessity true, for there is no single 
method which will fit all circumstances 
and no set of requirements which will 
satisfy the needs of every analysis. It 
is important to adopt a consistent ap- 
proach on all similar problems, but the 
analyst should have no qualms in util- 
izing a different approach where the 
situation demands. Here again, the 
special problems of the public account- 
ant must receive consideration. Most 
writers on this subject advocate a com- 
pletely consistent approach to all analy- 
ses, hut it must be remembered that they 
generally intend that the approach will 
be utilized only within a specific com- 
pany. The practicing accountant, with 
his highly diversified clientele, will find 
it necessary to develop specific tech- 
niques to satisfy the needs of the oil 
producer, the manufacturing concern, 
the building contractor, and many 
others. Ii would be extremely unwise 
to adopt a single method to the exclu- 
sion of all others for application to all 
possible sets of facts. 
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This paper is intended as a presenta- 
tion of some of the many types of analy- 
sis techniques, together with some gen- 
eral suggestions for their application. 


Types of Analysis Techniques 
Cash Payout 

Perhaps the method of analysis and 
comparison most generally used is the 
cash payout. The payout is defined as 
the period of time necessary for the in- 
come from the project, after deduction 
of operating expenses, to exactly pay 
back the capital invested. Of course, 
this method emphasizes the liquidity of 
the project, and is therefore important 
in those instances in which liquidity 
is the most important single factor. For 
example, in those cases in which the 
investment and income patterns are sim- 
ilar, and the project lives are equal, the 
payout is a completely satisfactory 
analysis technique. Thus, let us assume 
that Projects A and B, each requiring 
$100,000 initial investment, will have 
the following net cash incomes over the 
five-year project life: 

Project A Project B 





Bitst VOad. ccc. sc $ 50,000 $ 40,000 
Second year ..... 40,000 30,000 
Third: year ..6«ce 35,000 25,000 
Fourth year ..... 30,000 20,000 
Pitth year .ci.0+ 20,000 10,000 


Project A achieves a payout in the 
third year, and Project B achieves a 
payout in the fourth year. It is ob- 
vious that Project A is the more desir- 
able investment. The payout has the 
decided advantage of requiring little 
background explanation. Most execu- 
tives know what a payout is, and have 
learned to trust the result as a means 
of evaluation. The calculation of the 
payout is simple, requiring only simple 
accounting concepts of cash income and 
investment. 

There are a number of limitations 
upon the payout concept. First, it does 
not provide any information as to the 


551 








Economic Analysis and Rate of Return on Investment 


total cash to be recovered from the 
project, since the payout is not con- 
cerned with the entire life of the proj- 
ect, except in those cases in which the 
life of the project is less than the pay- 
out period. This objection can be met 
by providing supplementary informa- 
tion in the analysis, such as was in- 
dicated above, showing the total per- 
formance estimated over the project 
life. 

Second, the payout does not take into 
consideration the cash flows over the 
project life. For example, consider the 
following income patterns during the 
payout period of two projects requir- 
ing investment of $100,000: 


Project A Project B 

Paral YORE > 6:6.5i6%.0% $ 50,000 $ 20,000 
Second year ..... 30,000 20,000 
WIG) YORE 6s es 10,000 20,000 
Fourth year ..... 5,000 20,000 
Fifth year ...... 5,000 20,000 
Totals $100,000 


$100,000 

Although both investments have the 
same payout, Case A is the more de- 
sirable on the basis of the information 
given, since there is a greater amount 
of income in the early years. An im- 
portant proviso must be inserted at this 
point. The assumption that Case A is 
the more desirable implies that the re- 
sulting early cash recovery will be re- 
invested promptly at satisfactory profit 
rates. While this assumption is recog- 
nized as being desirable in the financial 
community, the facts of life in a par- 
ticular business may not support it. If 
Case B presents an opportunity for a 
long-term investment which will satis- 
factorily employ capital over a long 
period of time, and provide a steady 
return, it may actually be more desir- 
able than Case A in some circumstances. 
Reinvestment of capital is costly, espe- 
cially when it may be necessary to re- 
invest large sums at a time when the 
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opportunity for earning 
profits is doubtful. 

A third objection to the payout is 
the fact that it fails to recognize the 
value of a project which continues to 
produce substantial cash after payout. 
Again, let us consider two cases, each 
requiring the same investment: 


satisfactory 





Project A Project B 

First year ....05. $ 50,000 $ 20,000 
Second year ..... 40,000 20,000 
CET a 10,000 20,000 
Fourth year ..... 20,000 
Path YOaF .< 6<)0:0;5 ~ 20,000 
Sixtlr Year os... oa 19,000 
Seventh year .... - 18,000 
Totals $100,000 $137,000 








If the investment required in each 
case is $70,000, the payout for Case A 
is two years, and for Case B, four years. 
Of course, Case B is the more desirable 
because it provides greater total income, 
and produces substantial cash beyond 
the payout period, whereas Case A pro- 
duces only $30,000 beyond the payout 
period. 

In general, the payout has definite 
limitations. Projects having different 
income patterns, different investment 
patterns, and different total lives re- 
quire the application of a more refined 
approach. Because of this require- 
ment, a number of techniques have been 
developed to permit the approximate 
calculation of the return on actual capi- 
tal invested. All of the methods listed 
below involve some variation of this 
theory. 


Average Book Rate of Return 


This method computes the rate of re- 
turn as the ratio of the average annual 
net profits from the project to the aver- 
age book investment required. Thus, 
under this method, if the investment 
is to be depreciated on a_ straight-line 
basis, the following table might be pre: 
pared for a typical case: 
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End-of-Year : 
Depreciated A Net Profit 

Year Investment Depreciation After Deprec. 

0 $100,000 — — 

l 90,000 $10,000 $ 10,000 
2 80,000 10,000 12,000 
3 70,000 10,000 14,000 
4 60,000 10,000 15,000 
5 50,000 10,000 15,000 
6 10,000 10,000 15,000 
7 30,000 10,000 14,000 
8 20,000 10,000 14,000 
9 10,000 10,000 14,000 
10 10,000 10,000 
$550,000 $133,000 





Rate of return = 133,000/550,000 = 24.2% 


This method has some quite obvious 
shortcomings. In the first place, since 
the investment is retired on the basis of 
book depreciation, no consideration is 
given to particular cash income flows. 
In the above example, any income pat- 
tern (i.e., rising, falling or completely 
stable) which gives a total net income 
after depreciation of $133,000 will pro- 
duce the same result in the formula. 
The method is more widely used in those 
situations in which depreciation can be 
approximately related to income, as in 
the extractive industries, where unit of 
production depreciation is used. How- 
ever, even when unit of production de- 
preciation is used, the method is still 
open to the objection of failing to recog- 
nize the actual flow of cash in recovering 
the investment. It have the ad- 
vantage of providing a result which is 
easily comparable with historical finan- 
cial information. 


does 


Engineer’s Method 


This method, commonly used by en- 
gineers in performing economic analyses 
of projects, involves the use of the pres- 
ent value of future earnings and invest- 
ment. This method overcomes some of 
the shortcomings of the payout and 
average book rate of return. Under this 
method, it is assumed that re- 
covered from a project can be reinvested 


cash 
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immediately at a favorable interest rate. 
As was pointed out above, this assump- 
tion may or may not be valid in a par- 
ticular situation. 

An optimum rate of return is selected, 
such as 10 per cent. Then, cash income 
for each year is discounted at this 
chosen interest rate. The sum of these 
present values is then compared with the 
present values of investment required. 
If this comparison indicates that the 
project will earn more than the opti- 
mum rate, it is considered desirable. 
Conversely, if it earns less than the 
optimum rate, it is not considered suffi- 
ciently remunerative. An example will 
serve to illustrate the technique. Let 
us assume investment and cash recov- 
eries as set forth in the following table. 
Present values of the cash recoveries 
are computed in the fourth column. 


Cash Present 
Year Investment Recovery Value @ 10% 

] $100,000 $ 20,000 $ 18,180 
2 30,000 24,780 
3 — 40,000 30,040 
4 — 40,000 27,320 
5 — 30,000 18,630 

$100,000 $160,000 $118,950 








It will be seen from the above example 
that this investment will earn more 
than 10 per cent, and if 10 per cent is 
considered the optimum investment rate. 
the project will be considered desirable. 

The major objection to this method 
is the fact that it only categorizes the 
investment as being above or below an 
arbitrarily selected rate. Therefore, the 
entire analysis depends upon the selec- 
tion of the proper rate. Some have sug- 
gested that this rate should bear some 
direct relationship to the cost of ob- 
taining investment capital. Although 
this is one answer, the profit require- 
ments of a company will not always 
bear a direct relationship to the cost of 
investment capital. Other requirements, 
such as utilization of existing facilities 
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and personnel make it extremely desir- 
able to know the exact rate of return 
from a proposed investment. 

Another difficulty with the engineer’s 
method will be observed when it is ne- 
cessary to make comparisons between 
projects. Because the method does not 
assign a particular rate to the project 
under consideration, the relative pro- 
fitability of two projects is difficult to 
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turally to a refinement of the engineers 
method, sometimes referred to as the 
discounted cash flow method. 






Discounted Cash Flow Method 


The example used to illustrate the 
engineer’s method indicated a return in | 
excess of 10 per cent. The following 
tabulation includes calculations of pres 
sent values at 15 per cent, 106 per cent 
and 17 per cent for the same example. 














































assess. These problems bring us na- 
Cash Present Present Present Present i 
Year Investment Recovery Value @ 10% Value @ 15% Value @ 16% Value @ 17% j 
1 $100,000 $ 20,000 $ 18,180 $ 17,400 $ 17,240 $ 17,100 
2 — 30,000 24,780 22,680 22,290 21,930 
3 — 40,000 30,040 26,320 25,640 24,960 
4 — 40,000 27,320 22,880 22,080 21,360 
5 — 30,000 18,630 14,910 14,280 13,680 
$100,000 $160,000 $118,950 $104,190 $101,530 $ 99,030 
The above tabulation indicates the of return on unrecovered investment. 


actual rate to be between 16 and 17 per 
cent. Simple interpolation yields approx- 
imately 16.6 per cent as the actual rate 


That this is the correct rate is shown in 
the following proof calculation: 





Unrecovered 


Cash 











Return On 


Unrecovered 
Investment, 


To Retire 











Recovery, Investment, Investment Investment 
‘Year End of Yr. Beg. of Yr. @16.6% (3)-(4) End of Yr. 
(1) (2) (3) (4) (5) (6) 
1 $ 20,000 $100,000 $ 16,600 $ 3,400 $ 96,600 
2 30,000 96,600 16,036 13,964 82,636 
3 40,000 82,636 13,718 26,282 56,394 
4 40,000 56,354 9,355 30,645 25,709 
5 30,000 25,709 4,268 25,732 (23) 
To balance (23) 23 (23) = | 
$160,000 = $ 60,000 $100,000 
( 
This method gives full recognition to completely satisfied. If there is a sub fi 
all cash flows, both of investment and __ stantial objection to the discounted cash 
income. A definite rate of return is as- flow method in particular applications | V 
signed to each set of facts, so that com- it will probably arise from the fact that Fv 
parisons of projects can be made on a_ the underlying assumption of immediate ft 
consistent basis. Thus, the primary ob- reinvestment does not conform to the Fp 
jections to the engineer’s method are facts of the situation encountered. P 
Is 
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Mechanics of Analysis 


At this point, it is well to review some 
of the mechanics of the analysis. Al- 
though these comments are directed pri- 
marily to the use of the discounted cash 
flow method, because it involves the 
most sophisticated approach, some of 
them are applicable to other methods as 


well. 


Investment 


The investment should include all in- 
vestment in the project, regardless of 
whether it is charged to expense or cap- 
italized on the company books. The 
question sometimes arises as to the pro- 
per treatment of existing investment 
which is utilized in a project. If the 
existing investment can be effectively 
utilized other than on the project, and 
the project will prevent this other use, 
then the project should be burdened by 
the economic value of such other use. 
Such economic value may be zero if it is 
unnecessary to replace the use of the 
existing investment which would be 
eliminated by the project. This is an- 
other way of saying that only incre- 
mental investment should be considered 
when analyzing the profitability of a 
proposed new project. 


Operating Expenses 


Operating expenses should include 
only those additional cash expenses at- 
tributable to the project. Direct ex- 
penses will generally be capable of fairly 
accurate estimation, but overhead items 
and administrative expenses are more 
difficult to estimate. Generally, it can 
be stated that a small project which 
will be developed within existing super- 
Visory and administrative framework 
will probably generate little if any addi- 
tional cost in this area. Therefore, it is 
plainly incorrect to burden a proposed 
Project with a flat percentage represent- 
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ing the present overhead and adminis- 
trative expense rates, since existing su- 
pervision must be absorbed whether 
there is a new project or not. However, 
it is dangerous to over-generalize this 
concept. If one small project will not 
cause additional supervision which can 
be directly attributed to it, can we ex- 
tend this to the second project? If so, 
how far can we extend this reasoning? 
If the tenth project will require some 
substantial additional administrative 
cost, is it fair to burden that one project 
with the entire increase, or ought we to 
assume that there will be further devel- 
opment which will help to absorb these 
costs? All of these questions can be 
answered in a number of ways. The 
engineer recommending a_ project is 
likely to adopt the “free ride” concept 
and assume that additional supervision 
will either be nominal or incapable of 
accurate determination. At the other 
end of the scale is the cost accountant 
who insists on full absorption of over- 
heads through distribution over existing 
and projected programs. 

It is submitted that the correct ap- 
proach is somewhere between the two 
extremes. A new project must absorb 
costs generated by it, including addi- 
tional administration. In a_ particular 
situation, the analyst will be able to 
assess the situation more accurately, but, 
in general, the project should be bur- 
dened by administrative costs at some 
rate which will permit absorption of 
additional administration required over 
the development period. This may re- 
sult in a very nominal administrative 
cost for small projects and, in such 
cases, it can of course be ignored. It 
goes without saying that large projects 
requiring separate supervisory _ staffs 
must bear the full cost of this super- 
vision. In order to simplify the compu- 
tations, minor additional investment 
may be added to operating expenses in 
the year in which it is incurred. 
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Income Taxes 

Because many projects will have an 
effect upon total income tax liability 
which is proportionately greater or less 
than the cash income derived from the 
project, it is often desirable to calculate 
the approximate income tax attributable 
to the project in each year, and reduce 
cash income by this amount in making 
the rate of return calculation. This is 
particularly important in those instances 
in which specialized tax deductions, 
such as percentage depletion, are avail- 
able for the project, or where foreign 
In any case, 
indicate 


tax credits are involved. 
the analysis must clearly 
whether federal income taxes have been 
considered in making the calculations. 


Achieving Accuracy 

The calculation of the exact rate of 
return is primarily a_ trial-and-error 
problem, although charts and _ special 
formulae can be developed for special- 
type situations. The public accountant 
dealing with a variety of situations will 
generally find these special approaches 
of such limited application as to be of 
little value. Some experience with the 
trial-and-error approach will greatly 
shorten the computation time. The be- 
ginner may fall into an error which will 
seriously increase the number of trials 
required to obtain the answer. In the 
example used (page 554), the error in 
interpolating the rate resulted in only 
a $23 distortion in the final proof. In 
the higher percentages, and when in- 
come and investment patterns are erratic, 
the rates become very sensitive, pro- 
ducing a large balance in the proof cal- 
culation. It may be necessary to carry 
the rate to four or five decimal places 
in order to reduce this balance to a rea- 
sonable figure. This is not at all neces- 
sary, since the basic estimates will or- 
dinarily not be accurate enough to per- 
mit a significant refinement of the rate 
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beyond the decimal point. In the above 
example, a rate of approximately 17 
per cent is indicated. It should be noted 
that the example was prepared from 
three-place present-value tables. In gep. 
eral, it must be recognized that all fore. 
casts are subject to some degree of 
error, and there is no point trying to 
develop a rate more significant than the 
source data. 

In this connection, it is well to men. 
tion the matter of specific timing of in- 
come and investment. In the example, 
it was assumed for purposes of calcu- 
lation that the investment was made at 
the beginning of the project, and all 
income was received at the end of each 
succeeding one-year period. Of course, 
these particular assumptions are arbi- 
trary, but it is necessary to choose some 
logical point in time for spacing of in- 
come and investment so that the calcula- 
tion can be made in one operation. The 
analyst will do well to experiment with 
different timing patterns to determine 
the extent of possible distortion. One 
word of caution: When dealing with 
present-value tables there is a temptation 
to obtain mid-year discount factors by 
simple interpolation. This is not pos 
sible, and the distortion may be consider- 
able in the higher percentages. If mid- 
year factors are justified by the ac 
curacy of the estimates, they should be 
obtained mathematically from the pres 
ent-value formula. 


Post-Mortems 


No economic forecasting program can 
become effective until there is also 4 
program of review of actual investments 
and comparison of operational results 
with original estimates. The information 
gained from such comparisons will serve 
as the basis for refinements in future 
analyses. Instances of substantial error 
must be brought to the attention of man 


agement. For this reason, progress Te 
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= above ports will assume as much importance ments in most cases. Likewise, the aver- 
tely 17 as the original analysis report. The age book rate of return can be calcu- 
e noted } preparation of progress reports is made lated for a project from the operating 
1 from a great deal simpler if the analysis statements. When using the _present- 
In gen- method permits comparison of actual value methods, however, it is impossible 
all fore. operating results with the original esti- to calculate the actual rate of return 
xree of mates. Some companies prepare payout before the end of the project. In such 
ying to reports for various segments of their cases, the progress report should merely 
han the operations. Payout information can be compare the estimated income and in- 
"obtained directly from operating state- vestment with actual experience. 
to men: 
x of in- | 
xample, sina ti Sesoemnse niet 
f calcu. } 
nade at | 
and al Need for New Management Controls and Services 
of each 
course. The far-reaching social, scientific and technological advances have 
« ak. affected materially the size and complexity of our business and industrial 


organizations and have greatly intensified management’s concern with organ- 
se some ization, management controls and efficient administrative procedures. They 


» of > have also led to fundamental changes in management concepts and tech- 
% niques. We have, for example, seen great emphasis placed on employee 
calcula- relations. We have observed the application to clerical office work of 
ym. The methods, formerly identified only with factory operations—time standards, 
at swith incentives, work measurement, quality control. We have witnessed the 
a ™ growing need for more and timelier information, the mounting burden of 
‘termine paperwork, the tremendous growth in the number of clerical workers, and, 
n. One more recently, the trend towards scientific approaches to important man- 


agement decisions requiring better and more complete data not even yet 
fully available. These and other factors have led to and accelerated the 
nptation development of new data processing mechanisms of unprecedented speed 


1g with 


tors by and power which in turn have materially altered existing concepts of 
; organization and of the utilization of mechanically produced data in 
1ot pos: decision-making and management control. . . . 
onsider- What an opportunity for the accountant and auditor to assist top man- 
If mid: agement in solving many of the problems which these questions pose and 
the ac: in fashioning the accounting function into one of management’s strongest 
ve instruments of planning and control! Accounting based on purely historical 
jou 


concepts will make little, if any, contribution to the questions raised and 
he pres: concerns expressed by these executives. To be sure, historical accounting 
and auditing have their vital and indispensible role to play in the discharge 
of management’s responsibilities to investors, credit grantors, the government 
and in many other important outside relations. However, to be useful to 
management with its internal problems, accounting must have the forward 
look. The accounting system must provide means to plan and coordinate 
ram can future operations, measurements to evaluate performance in relation to 
these plans, means to enable management to fix responsibility for per- 


also a formance and to indicate the areas where action to improve it should be 
»stments taken. To accomplish these important management objectives, far-reaching 
results changes, often affecting the entire organizational structure and the methods 
: and procedures in the financial, operating and service departments, are 
rmation required. 
rill serve 
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Estates and Trusts—Certain 


New Income Tax Concepts 


By Wivvarp R. PowE.t, C.P.A. 





Fiduciary Accounting 

Concept of Income 

The fiduciary accounting concept of 
income is still important in determin- 
ing the taxation of income of estates, 
trusts, and beneficiaries of estates and 
trusts under the 1954 Code. Section 
643(b) defines the term “income” to 
mean income determined under the 
terms of the governing instrument and 
applicable local law (i.e., fiduciary ac- 
counting income) when such term is not 
preceded by the word “taxable,” “dis- 
tributable net,” “undistributed net,” or 
“oross.” This definition is a new ad- 
dition to the Code and was inserted to 
eliminate the difficulty occasioned under 
Section 162 of the 1939 Code where the 
term “income” was used in certain con- 
texts to mean “gross income” and in 
others to mean income for fiduciary ac- 
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The Internal Revenue Code of 1954 adopted certain new concepts of 
income taxation of estates, trusts, and their beneficiaries. 
concepts have resulted, for the most part, in benefits which were not 
available in the past. In this article, the author discusses the distrib- 
utable net income limitation, the separate share rule, the tier system, 
and the carryover of net operating losses, capital losses, and excess 
deductions of an estate or trust to their beneficiaries. 


These new 


counting purposes.’ It is particularly 
important in connection with the deter- 
mination of the deduction for distribu- 
tions to beneficiaries under Sections 
65l(a) and 661(a) (1). These sections 
provide that a deduction shall be al- 
lowed in computing taxable income for 
the amount of the income which is re- 
quired to be distributed currently. Since 
the latter term “income” is not pre- 
ceded by descriptive adjectives, such as 
“taxable” or “gross,” income referred 
to in these provisions is fiduciary ac- 
counting income. 


Distributable Net Income 


Having determined the deduction for 
income required to be distributed cur- 
rently by reference to fiduciary account: 
ing income, and adding thereto any 
other amounts properly paid, credited, 
or required to be distributed for such 
taxable year, the deduction so deter- 
mined is limited to an amount which 
does not exceed “distributable net inm- 


come.” This term is also new with the 
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1954 Code and is defined in Section 
643(a). In general, distributable net 
income means taxable income with ad- 
justments for distributions to benefici- 
aries, the personal exemption, capital 
gains and losses, extraordinary divi- 
dends and taxable stock dividends, tax- 
exempt interest, foreign income, and the 
dividend exclusion. 

The distributable net income limita- 
tion was inserted in the 1954 Code to 
give the income beneficiary the benefit 
of certain statutory deductions, such as 
trustees’ commissions allocable to cor- 
pus, which may have been otherwise 
wasted, and to eliminate certain ine- 
quities which resulted under the 1939 
Code.2 For example, consider the tax 
results of a trust which has taxable di- 
vidend income of $100,000 and trustees’ 
commissions of $8,000, of which $5,000 
is chargeable against income and $3,000 
is chargeable against corpus. The fidu- 
ciary accounting income would amount 
to $95,000 and, assuming the trust in- 
strument provides that all of the income 
is to be distributed currently, the bene- 
ficiary would receive $95,000. Under 
both the 1939 and 1954 Codes, the trust 
would have net taxable income, before 
deductions for distributions to the bene- 
ficiary and the personal exemption; of 
$92,000. Under the 1939 Code, the 
trust was entitled to a $95,000 dis- 
tribution deduction, the amount of in- 
come required to be distributed cur- 
rently. Conversely, $95,000 was taxable 
to the beneficiary. Thus, neither the 
trust nor the beneficiary received the 
benefit of the deduction of $3,000 for 
trustee’s commissions chargeable to cor- 
pus. Under the 1954 Code, the distribu- 
tion deduction allowable to the trust 
and, conversely, the amount of income 
taxable to the beneficiary, is limited to 
the distributable net income, or $92,000. 
Thus, the trustee’s commission of 
$3,000 charged to corpus reduces the 
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income taxable to the beneficiary under 


the 1954 Code. 


Distribution of Stock Dividend 
to Income Beneficiary 


The distributable net income limita- 
tion was also designed to correct certain 
inequities resulting from other transac- 
tions, such as the distribution of a stock 
dividend to an income beneficiary. It 
had been held, under the 1939 Code, 
that such a distribution was taxable to 
the beneficiary even though the stock 
dividend was not taxable in the hands 
of the trust.* Irrespective of the pur- 
pose of this limitation, unless all of the 
distributable net income of an estate 
or trust (or of a beneficiary’s “separate 
share” of a trust) has been distributed, 
a beneficiary will be taxable upon the 
receipt of a distribution of stock which 
had been received as a non-taxable stock 
dividend by the estate or trust. This is 
illustrated in the following example. 


A trust has received ordinary cash 
dividends of $100,000 and a non-taxable 
stock dividend valued at $20,000 which, 
for fiduciary accounting purposes, the 
trustee allocates to income. Under the 
trust instrument, the trustee is required 
to distribute 50 per cent of the income to 
Beneficiary A, and accumulate the re- 
mainder. Because of the terms of the 
trust instrument, the “separate share” 
rule does not apply. Accordingly, Bene- 
ficiary A is paid $50,000 in cash and 
one-half of the stock dividend, or a 
total of $60,000 in cash and property. 
Since the income required to be distri- 
buted currently is $60,000 (50 per cent 
of the fiduciary accounting income), 
and since this amount does not exceed 
distributable net income ($100,000), the 
trust will be entitled to a distribution 
deduction of $60,000 and, conversely, 
Beneficiary A will be taxable on $60,000. 
Thus, Beneficiary A will be taxable on a 
distribution of part of the stock dividend, 
which was not taxable upon receipt by 
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the trust, due to the fact that all of the 
distributable net income was not dis- 


tributed. If all of the income had been 
distributed, Beneficiary A would have 
received distributions totalling $120,000 
in value, but would have been taxable 
on only $100,000. 

Although the distributable net income 
limitation has corrected certain inequi- 
ties, it has also created others. It is not 
within the scope of this discussion to set 
forth these inequities* nor the legislation 
which has been proposed to eliminate 
them.°® 


The Separate Share Rule 

It was assumed in the above example 
that the “separate share” rule did not 
apply. If it had applied, Beneficiary A 
would have been taxable on an amount 
not in excess of the distributable net 
income of his share. This rule provides 
that for the sole purpose of determin- 
ing the amount of distributable net in- 
come, in the case of a single trust hav- 
ing more than one beneficiary, substan- 
tially separate and independent shares 
of different beneficiaries in the trust 
shall be treated as separate trusts.® 
(Note that this rule does not apply to 
estates, nor is it elective.) Thus, if the 
separate share rule had applied to the 
trust in the above example, and if Bene- 
ficiary A’s share was limited to a 50 
per cent interest in the trust, the dis- 
tributable net income of his share 
($50,000) would be the maximum 
amount taxable to him. Consequently, 
the separate share rule serves, in this 
case, to maintain the non-taxable char- 
acter of the stock dividend which had 
been distributed to Beneficiary A. It 
is interesting to note that since the 
stock dividend was income required to 
be distributed currently under Section 
661 (a) (1), the distribution of this stock 
would not result in an “accumulation 
distribution” under the “throwback pro- 
visions.””* 
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Congress granted the Secretary or 
his delegate broad authority to prescribe 
regulations as to when and in what 
manner the separate share rule shall 
apply. The regulations® contain con- 
siderable detail in this respect. In gen. 
eral, the applicability of this rule de. 
pends upon whether the trust instru- 
ment provides for distribution of in- 
come, accumulated income, and corpus 
to beneficiaries in the same manner as 
if separate trusts had been created, 
Thus, if a distribution to one beneficiary 
does not affect the proportionate share 
of income, accumulated income, or cor- 
pus of any shares of the other bene- 
ficiaries, the separate share rule will 
generally apply. Furthermore, the rule 
may apply even though more than one 
beneficiary has an interest in a given 
share, or even though a given bene- 
ficiary has an interest in two or more 
shares. 

If, however, the beneficiaries of a 
trust have separate shares in respect to 
the distribution of income, but the 
trust is subject to an unlimited power 
of one beneficiary to invade the corpus 
of the entire trust, the separate share 
rule would not apply. Where the power 
to invade corpus of the entire trust is 
limited, and where the possibility of 
such invasion is remote, the separate 
share treatment may still apply. 


The Tier System 


Another new concept in the 1954 
Code closely related to the distributable 
net income limitation is the so-called 
“tier system.” Code Section 662(a) 
sets up two “tiers” of distributions to 
beneficiaries: (1) amounts required to 
be distributed currently, and (2) any 
other amounts properly paid, credited 
or required to be distributed. Section 
662(a)(2) provides further that if the 
sum of the distributions under both 
tiers exceeds distributable net income, 
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then the beneficiaries in the second tier 
shall include in their gross income only 
the amount by which distributable net 
income exceeds distributions under the 
first tier. (Taxable income of the first 
tier beneficiaries is, of course, also 
limited to distributable net income.) 
Thus, one of the results of the tier sys- 
tem is to pass to the second tier bene- 
ficiaries the benefit of corpus charges 
which have been deducted against tax- 
able income, to the entire exclusion, in 
many cases, of the first tier beneficiaries. 

Let us examine the application of this 
provision to a trust which provides that 
50 per cent of the income is required to 
be distributed to Beneficiary A and the 
other 50 per cent of the income may, 
in the sole discretion of the trustee, be 
distributed to Beneficiary B. Let us 
further assume that the fiduciary ac- 
counting income of the trust is $100,000, 
all of which is taxable, and that corpus 
charges of $25,000 have been paid dur- 
ing the taxable year, resulting in dis- 
tributable net income of $75,000. The 
trustee pays Beneficiary A $50,000, as 
required by the trust instrument, and 
decides that it would be prudent to pay 
the other 50 per cent of the income, or 
$50,000, to Beneficiary B pursuant to 
the discretionary power granted him 
under the trust instrument. Each bene- 
ficiary received $50,000; however, un- 
der Section 662(a), Beneficiary A will 
be required to include $50,000 in his 
taxable income, whereas Beneficiary B, 
the second tier beneficiary, will be re- 
quired to report only $25,000. 


In the above example, it can easily 
be seen that Beneficiary B reaps the 
benefit of the corpus charges deducted 
against taxable income to the entire ex- 
clusion of Beneficiary A. It may be that 
Beneficiary B has received a benefit 
which was not contemplated by the 
settlor of the trust. Then, again, the 
benefit may not actually exist since it 
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is possible that the “tax-free” portion 
of the distribution will be taxable to 
Beneficiary B as an “accumulation dis- 
tribution” under the “throwback pro- 
visions.” 


Carryover of Unused Losses 

and Excess Deductions 

A much-needed addition to the Code 
appears in Section 642(h) which pro- 
vides for the carryover to beneficiaries 
of unused losses and excess deductions 
upon termination of an estate or trust. 
Under the 1939 Code, these loss carry- 
overs and excess deductions were com- 
pletely lost and resulted in no tax bene- 
fits to any of the related taxpayers.’ By 
the inclusion of this section in the Code, 
Congress has extended the application 
of the “conduit theory” to these deduc- 
tions. 

Upon the termination of an estate or 
trust, this section allows a carryover 
to the beneficiary of any unused net 
operating or capital losses, and a carry- 
over of the excess of the deductions 
(excluding the deduction for personal 
exemption and for charitable contribu- 
tions) over gross income for the last 
taxable year of the estate or trust. This 
latter carryover will be referred to here- 
inafter as an “excess deduction.” 

As noted above, all deductions allowed 
under the Code, except the deduction 
for the personal exemption and the de- 
duction for charitable contributions, are 
allowable in computing an excess deduc- 
tion. The question may arise as to 
whether or not the deduction for dis- 
tributions to beneficiaries is also al- 
lowable for this purpose. This can be 
answered very simply by reference to 
Sections 651(b) and 661(a) which 
limit the deduction for distributions to 
beneficiaries to an amount which does 
not exceed distributable net income. Al- 
though in most cases a distribution will 
have been made in the year of termina- 
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tion, it is impossible for an estate or 
trust to have an excess deduction and, 
at the same time, have distributable net 
income. Consequently, even though the 
Code does not specifically exclude the 
deduction for distributions to benefi- 
ciaries in computing an excess deduc- 
tion, as a practical matter no deduction 
would be available. 

It should be noted that Congress has 
granted the Secretary or his delegate 
broad authority to prescribe regulations 
as to the allowance of the deductions 
to beneficiaries under Section 642(h). 
Both the section of the Code and the 
Committee reports on this section are 
lacking in detail. Consequently, ref- 
erence to the regulations’® is necessary 
to determine the specific application of 
this section. The regulations provide 
that a net operating loss carryover and 
a capital loss carryover are allowable 
as deductions to a beneficiary in com- 
puting both taxable income and ad- 
justed gross income. In addition, such 
losses retain the same character in the 
hands of the beneficiary as in the hands 
of the estate or trust. Thus, a benefi- 
ciary entitled to a capital loss carryover 
of $10,000 from an estate or trust could 
use such carryover to offset capital 
gains and, to the extent not so used, 
apply $1,000 against his ordinary in- 
come. He would be entitled to use the 
capital loss carryover (or net operating 
loss carryover, as the case may be) and 
still elect to use the standard deduction 
since these loss carryovers are deduc- 
tions allowable in computing adjusted 
gross income. ‘The situation is differ- 
ent in the case of an excess deduction. 
In order to obtain the benefit of an 
excess deduction, the beneficiary must 
itemize his deductions since an excess 
deduction is not allowable in comput- 
ing adjusted gross income. 


Under the Code, net operating losses 
and capital losses may be carried over 
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for a five-year period. (Although not 
pertinent to the problem at hand, net 
operating losses may, of course, also be 
carried back two years.) In the case 
of loss carryovers from aii estate or 
trust to beneficiaries under Section 
642(h), the regulations provide that 
the beneficiaries may carry over and 
deduct these losses (subject to the limi- 
tations under the Code) for the remain. 
ing portion of such five-year period. 
The first taxable year of the beneficiary 
to which such losses shall be carried 
over is the taxable year of the bene- 
ficiary in which or with which the es- 
tate or trust terminates. However, the 
last taxable year of the estate or trust 
(whether or not a short taxable year) 
and the first taxable year of the bene- 
ficiary to which a loss is carried over, 
each constitutes a taxable year for pur- 
poses of determining the number of 
years to which a loss may be carried. 
Thus, if an estate or trust terminates 
on December 31, 1957 having a $10,000 
net operating loss carryover from 1955, 
the beneficiaries, assuming they report 
on a calendar year basis, would be en- 
titled to deduct such loss in 1957 and, 
to the extent not used, carry the remain- 
ing portion over to 1958 and 1959. The 
calendar year 1957 of the estate or 
trust and the calendar year 1957 of the 
beneficiaries would each constitute a 
taxable year in determining the period 
to which such loss could be carried. 


Neither a net operating loss, a capital 
loss, nor any portion of any item of 
income or deduction which is taken into 
account in determining a net operating 
loss or capital loss carryover from the 
estate or trust for its last taxable year, 
can be taken into account again in de- 
termining an excess deduction. How- 
ever, if the last taxable year of the 
estate or trust is the last year in which 
a deduction on account of a net oper 
ating loss may be taken, the deduction, 
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to the extent not absorbed in the tax- 
able year by the estate or trust, is con- 
sidered an excess deduction. This is 
not true in the case of a capital loss. If 
the year of termination is the last year 
to which a capital loss carryover can be 
carried, the estate or trust would nor- 
mally be allowed a deduction for the 
capital loss against ordinary income, 
limited to a maximum of $1,000. Since 
this deduction is further limited to an 
amount which does not exceed taxable 
income'! (determined before deducting 
any part of the capital loss) and, since 
an estate or trust would not have tax- 
able income in the same year in which 
it has an excess deduction, no deduction 
would be allowable for the capital loss 
carryover. 

It can be seen that an estate or trust 
having a net operating loss or capital 
loss carryover which will expire un- 
used, based on the estimated or antici- 
pated future income of the estate or 
trust, will want to plan to terminate 
as early as possible. In this way, the 
beneficiaries will have a longer period 
of time in which to avail themselves of 
these deductions. 

In contrast to loss carryovers, an ex- 
cess deduction is allowable only in the 
taxable year of the beneficiary in which 
or with which the estate or trust ter- 
minates, whether the year of termina- 
tion of the estate or trust is of normal 
duration or is a short taxable year. No 
carryover of any unused portion of 
the excess deduction to future taxable 
periods is allowed to a beneficiary. In 
the event that an excess deduction is an- 
ticipated in the year of termination of 
an estate or trust, it would seem prudent 
to plan the year of termination, to the 
extent possible, to coincide with a year 
in which the beneficiaries will have 
sufficient income to avail themselves of 
the maximum amount of the excess de- 
duction. 
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Beneficiaries Entitled to Carryovers 


The question naturally arises as to 
which beneficiaries are entitled to the 
carryovers. This question becomes im- 
portant in cases where the income and 
principal beneficiaries are different in- 
dividuals. Then again, there may be 
two classes of principal beneficiaries— 
those entitled to a specific bequest, and 
those entitled to a residuary bequest. 
In general, the regulations provide that 
these carryovers are allowable to those 
beneficiaries who bear the burden of the 
loss. Thus, these carryovers are usually 
allowable to the residuary principal 
beneficiaries, rather than to the bene- 
ficiaries of specific bequests. The same 
rule applies to both estates and trusts 
in this respect. 

However, an exception to the general 
rule applies in the event the estate or 
trust does not have sufficient assets, upon 
termination, to satisfy a specific be- 
quest. In such a case, these carryovers 
will be allowed to the beneficiary of 
a specific bequest to the extent that the 
full specific bequest is not satisfied. For 
example, consider the case of an estate 
which has, upon termination, only 
$90,000 of assets available for distribu- 
tion to the beneficiaries. The decedent’s 
will provides for a specific bequest to 
Beneficiary A of $100,000, and a be- 
quest of the residue of the estate to 
Beneficiary B. In the year of ter- 
mination, the estate has an excess deduc- 
tion of $30,000. In such a case, Bene- 
ficiary A would be entitled to a carry- 
over of the excess deduction in the 
amount of $10,000 since only $90,000 of 
his $100,000 specific bequest was satis- 
fied. The remaining $20,000 of excess 
deductions would be allowable to Bene- 
ficiary B. This example also illustrates 
the point that a beneficiary may be enti- 
tled to carryovers upon termination of an 
estate or trust even though such bene- 
ficiary did not receive any distribution. 
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As stated above, the character of these 
carryovers remains the same in the 
hands of the beneficiaries as in the 
hands of the estate or trust. If there 
are two or more types of carryovers 
involved, each class of carryover will 
be apportioned between the beneficiaries. 
If, in the above example, the estate had 
a net operating loss carryover of $10,000 
and a capital loss carryover of $20,000, 
instead of the $30,000 excess deduction, 
Beneficiary A would be entitled to one- 
third of the net operating loss carry- 
over, and one-third of the capital loss 
carryover. Similarly, Beneficiary B 
would be entitled to two-thirds of each 
class of carryover. 


The Year of Termination 


The year of termination of an estate 
or trust has become more important 
since enactment of the 1954 Code in 
view of the new provision allowing 
carryovers of losses and excess deduc- 
tions to beneficiaries. In the case of loss 
carryovers, the year of termination de- 
termines the first year to which the 
beneficiary will be entitled to deduct 
such losses. In the case of an excess de- 
duction, the year of termination deter- 
mines the only year in which the bene- 
ficiary may deduct such carryover. The 
year of termination is not always easy 
to determine. For example, an estate 
may distribute substantially all of its 
assets in December of one year, the ex- 
ecutors may render their final account- 
ing to the court in June of the following 
year, and the final decree of the court 
may not be issued until January of the 
succeeding year. In such a case, the 
question naturally arises as to what year 
or in which year did the estate terminate. 

For fiduciary accounting purposes, the 
period of administration of an estate 
terminates when a court issues the final 
decree. The issuance of the court’s de- 
cree will not necessarily govern the date 
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of termination of an estate for federal 
income tax purposes. The regulations!” 
state that the period of administration 
cannot be unreasonably prolonged and 
that the estate will be considered ter. 
minated for federal income tax purposes 
after the expiration of a reasonable pe- 
riod for the performance by the execu- 
tor of all the duties of administration. 
Further, an estate will be considered as 
terminated when all the assets have been 
distributed, except for a_ reasonable 
amount which is set aside in good faith 
for the payment of unascertained or con- 
tingent liabilities and expenses (not in- 
cluding a claim by a beneficiary in the 
capacity of a beneficiary). To empha- 
size, if all of the assets of an estate are 
distributed except for an amount to 
cover the payment of a claim by a 
creditor, the estate may be deemed to 
have been terminated for federal income 
tax purposes, even though such creditor 
may also be a beneficiary. 

As to when a trust terminates, the 
rules applicable to an estate generally 
apply. However, the regulations spe- 
cifically state that the technicality of 
rendering a final accounting does not 
necessarily govern the date of termina- 
tion of a trust. (The regulations do not 
specifically state that the rendering of a 
final decree of a court does not neces- 
sarily govern the date of termination of 
an estate; however, it would seem that 
this is implied.) Furthermore, a trust 
does not automatically terminate upon 
the happening of the event by which the 
duration of the trust is measured. A 
reasonable time is permitted after such 
event for the trustee to perform the 
duties necessary to complete the admin- 
istration of the trust. For example, if 
a trust instrument provides that income 
is to be accumulated until the beneficiary 
attains age 21, after which all of the as- 
sets of the trust are to be distributed to 
the beneficiary, the trust will not neces- 
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sarily terminate for federal income tax 
purposes on the day the beneficiary be- 
comes 21. It may be necessary for the 
trustee to perform certain administra- 
tive duties subsequent to the beneficiary 
attaining age 21 and prior to the distri- 
bution of the assets of the trust to such 
beneficiary. During this period of ad- 
ministration, all of the income of the 
trust will generally be considered to be 
currently distributable. Consequently, 
even though no distributions of income 
during this period of administration are 
made to the beneficiary, the beneficiary 
will be taxed on such income. 


Income and Deductions Subsequent 

to Termination 

Income, losses, and deductions subse- 
quent to the time a trust is deemed to 
have been terminated are treated in an 
entirely different manner. Subsequent 
to termination, they will be considered 
as the income, losses and deductions of 
the person entitled to succeed to the 
property.'* In the case of an estate, in- 
come during the period of administra- 
tion is not taxable to the beneficiaries 
unless, under the terms of the will, in- 
come is required to be distributed, or 
actual distributions have been made." 
Once an estate is deemed to have ter- 
minated, the treatment of income, losses, 
and deductions is the same as that of 
a trust which has terminated. 

This difference in treatment is_par- 
ticularly important in the event the es- 


tate or trust has an excess of deduc- 
tions over income, or net capital 
losses. If the estate or trust is con- 


sidered to be in administration, such 
excess deductions or capital losses are 
not available to the beneficiaries for the 
current year, and will not be available 
until such time as the estate or trust is 
deemed to have terminated. Even then, 
excess deductions of a year during which 
an estate or trust is in administration 
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will be lost forever. However, if the es- 
tate or trust is deemed to have been ter- 
minated prior to the time of sustaining 
such excess deductions or capital losses, 
these deductions and losses will be avail- 
able to the person succeeding to the 
property of the estate or trust, even 
though the assets of the estate or trust 
may still be held by the executor or 
trustee. 

For example, consider the case of a 
calendar year trust which, under terms 
of the agreement, provides for the ac- 
cumulation of income until the bene- 
ficiary attains age 21, at which time all 
of the assets of the trust are to be dis- 
tributed to such beneficiary. On Febru- 
ary 28, 1957 the beneficiary (who re- 
ports on the calendar year basis) be- 
21, but the trustee does not 
distribute any assets to him until No- 
vember 30, 1958. It is ultimately deter- 
mined that twelve months would be a 
reasonable period of administration and 
that the trust terminated on February 
28, 1958. During the period March 1 
to December 31, 1957, the trust had net 
ordinary income of $20,000, and net 
capital losses of $5,000. The ordinary 
income would be deemed to be currently 
distributable and, as such, taxable to the 
beneficiary. The capital loss would not 
be available to the beneficiary in 1957. 
During the period subsequent to Febru- 
ary 28, 1958, the date of termination, 
the trust has dividend income of 
$15,000, deductions of $500, and a capi- 
tal loss of $2,000. (For the sake of 
simplicity, it is assumed that the trust 
had no income, deductions, or losses dur- 
ing the period January 1 to February 
28, 1958.) The dividend income would 
be taxable to the beneficiary the same 
as if he had actually received such divi- 
dends. The capital loss would also be 
deemed to be that of the beneficiary, as 
would the deductions of $500. However, 
the beneficiary could not claim these de- 


comes 
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ductions unless he itemized deductions 
on his return. In addition, he would be 
entitled to the capital loss carryover of 
$5,000 which had been sustained by the 
trust in 1957. It should be noted that 
the beneficiary would be claiming this 
capital loss carryover in the second year 
of carryover since the trust’s short tax- 
able period ended February 28, 1958 
(the date of termination) would be con- 
sidered the first year of carryover. 


Non-Applicability to 

New York State Income Tax 

In conclusion it should be noted that 
these new concepts apply only in the 
case of the federal income tax. New 
York State has not adopted the dis- 
tributable net income limitation, the 
separate share rule, the tier system, or 
the carryover to beneficiaries of net 
operating losses, capital losses and ex- 
cess deductions. Furthermore, the au- 
thor is not aware of any pending legis- 
lation in New York for the adoption of 


these concepts. 
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Fund-Raising Costs 


By Louis H. Coxe, C.P.A. 


proper. 





Fundamental Concepts 
Current Concept of Public Support 

The objectives of philanthropic organ- 
zations are successfully achieved only to 
the extent to which public support is 
attracted and retained. The public’s ac- 
ceptance and approval of the program 
offered make it possible for organiza- 
tions to give service at least at the cur- 
rent level of operations. They also pro- 
vide the impetus needed to improve and 
expand these services. 

With the tremendous growth in the 
number of philanthropic organizations 
over the years, each endeavoring to ob- 
tain the maximum public support for its 
particular program, the methods of 
securing and holding the interest of the 
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The public’s attitude toward philanthropic organizations centers 
not only on the adequacy of the services available but also on how 
much of the contributors’ dollars is actually spent on the program 
On the other hand, the organization’s objective is to 
secure and retain public support at a cost which it believes rea- 
sonable and necessary to accomplish this purpose. 
endeavors to reconcile these factors through presentation of 
principles for allocation of costs to fund raising and public educa- 
tion, both of which constitutes cost of public support. 


This article 


public have undergone _ significant 
change. In contrast to the once-a-year 
fund-raising appeal which represented 
the principal contact with the public, 
today organizations must conduct a 
year-round program of cultivation and 
education. 


The Cultivation and Education 

Program 

The cumulative gains resulting from 
this continuous program are reflected in 
the degree to which the services are 
utilized and the extent of the financial 
support received. The year-round ac- 
tivity therefore has three main objec- 
tives. 

First is the cultivation of the public 
and community-minded groups whose 
financial support stems from a strong 
interest in the service program of the 
organization. These groups seldom if 
ever have occasion to actually avail 
themselves of the program proper. 

Second is the recruiting of groups of 
people who are sufficiently interested in 
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the activities of the organization to desire 
to devote some part of their efforts as 
volunteer workers. Such service may 
take the form of work in the actual serv- 
ice program, in fund-raising operations, 
or in some other phase of the organiza- 
lion’s activities. 

Third is the publicizing of the pro- 
gram and the cultivation of the public 
for whom the service programs are in- 
tended. The success attained by the or- 
ganization and the justification for its 
continuance are measured by the degree 
to which this particular objective is 
realized. This objective is further em- 
phasized by the knowledge that on it 
rests the success of the first two objec- 
tives. 

For most organizations these three 
objectives are closely interrelated and 
inseparable. The degree of success in 
achieving the objectives of the cultiva- 
tion and education program is predi- 
cated on the effectiveness of the presen- 
tations to the public. In turn, the effec- 
tiveness bears some relationship to the 
expenditures available for that purpose, 
from the viewpoint of the organization. 
However, the attitude of the public 
toward expenditures not directly con- 
nected with the service program must 
also be taken into consideration. This 
is particularly applicable to the classifi- 
cation of fund-raising costs. 


The Basic Problem of Organizations 

As a public service, philanthropic or- 
ganizations are expected to render an 
annual accounting of their stewardship. 
The accounting for the program gen- 
erally takes the form of data showing 
activities and progress made. The ac- 
counting for the funds received during 
the year is presented in summary ar- 
rangement, showing income and ex- 
penses grouped in broad classifications. 

Since this is the standard practice 
followed by publicly owned corpora- 


568 





Fund-Raising Costs 








tions, it would appear that the same 
standard, followed by philanthropic or- 
ganizations, would also be acceptable 
to the public. This is not the case, how. 
ever. In publicly owned corporation 
statements, the most important factor 
is the net profit earned and available 
for distribution in one form or another. 
The classification of expenses is second- 
ary in importance. In reviewing reports 
by philanthropic organizations, the pub- 
lic is primarily interested in the man- 
ner in which funds contributed are ex- 
pended. 

In recent years, considerable attention 
has been focused by government com- 
mittees on one particular item of ex- 
penditures, namely, fund-raising costs. 
Thus, the public’s attention is directed 
principally to these costs and their re- 
lationship to the contributions received. 
This attention has not been considered 
detrimental by representative organiza- 
lions. It has, however, emphasized the 
importance of correctly allocating costs 
between fund raising and public educa- 
tion inasmuch as these are so closely 
interrelated. Accountants serving the in- 
stitutional field, publicly and privately, 
have recognized the importance of hav- 
ing some set of standards or principles 
which would adequately and _ properly 
cover the bases for allocations. To date, 
these are not available in a generally 
acceptable form. In the absence of such 
guidance, there now exist many inter- 
pretations covering the allocation of 
costs between fund-raising and public: 
education operations. 


Definition of Fund-Raising Costs 
Fund-raising costs comprise expendi- 
tures incurred for the primary purpose 
of securing financial support over and 
above the income derived from the serv- 
ice programs of the organizations. The 
scope is not restricted to specific fund- 
raising campaigns, but applies to the 
year-round fund-raising operations. 
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Definition of Public-Education Costs 
This category of expenses forms the 
. rn 
other phase of public support. The cost 
of public education comprises expendi- 
tures incurred for the primary purpose 
of publicizing the service programs and 
activities of the organization. As such, 
it also includes educational phases such 
as mass education projects. 


Principles of Allocation of 
Fund-Raising Costs 


As simple as these definitions may ap- 
pear to be in text, the application of 
each gives rise to multiple interpreta- 
tions. This situation can be met by the 
establishment of well-defined principles, 
sufficiently elastic to permit some rea- 
sonable latitude to meet special condi- 
tions characteristic of each type of or- 
ganization. 


Separation of Public-Support Costs 

In view of the fact that fund-raising 
costs and public-education costs are so 
closely interrelated, some organizations 
combine both under one title, both for 
the record and for the published data. 
It should be recognized that reports 
achieve their most effective purposes 
when presented from the viewpoint of 
the persons for whom they are intendéd. 
For many reasons the public is inter- 
ested in knowing the relationship between 
the cost of fund raising and contribu- 
tions received. Thus, any data which 
merge these costs with other costs, irre- 
spective of how closely associated they 
may be, would create an erroneous and 
adetrimental impression. Any endeavor 
to separate these costs on the part of 
the public would only be arbitrary and 
colored by the person’s experience or 
inclination. For uniformity of reporting 
by organizations, and for clarity of 
presentation to the public, fund-raising 
costs and public-education costs should 
be separately reflected. 
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Allocation of Costs 


Characteristic of philanthropic organ- 
izations is the fact that expenditures 
cover multi-purpose activities. This is 
especially so with fund-raising costs and 
public-education operations, which are 
so closely interrelated. It thus becomes 
essential to formulate some principle of 
allocation which would apply to large 
organizations whose resources permit 
separation of services by departments, 
and to smaller organizations where per- 
sonnel perform multiple services and 
expenditures are combined for reasons 
of economy. 

Fundamentally, an acceptable prin- 
ciple of allocation of costs would be one 
which provides for charge to that cate- 
gory of expense which best reflects the 
primary purpose or principal intent un- 
derlying the expenditure. Other collat- 
eral benefits or advantages accruing 
should be relegated to secondary im- 
portance and disregarded for purpose 
of allocation inasmuch as the expend- 
itures would have been incurred in any 
event for the particular primary pur- 
pose. 


Application of Principles 


Inasmuch as this presentation is not 
intended for use as a manual of opera- 
tions, all possible variations or excep- 
tions cannot be included herein. How- 
ever, the principles are applied to the 
major items of public-support expend- 
itures in the knowledge that any excep- 
tions or unusual conditions can be fitted 
into the scope covered by the principle 
by reasonable and proper interpreta- 
tions. 


Salaries 

The necessity for allocation of sal- 
aries arises particularly with those or- 
ganizations which obtain the principal 
financial support from direct public 
solicitation. In large organizations, a 
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year-round fund-raising department or 
service is maintained, supplemented by 
special personnel employed during cam- 
paigns. In smaller organizations, per- 
sonnel perform multiple services includ- 
ing fund raising. Allocation of salaries 
is a negligible factor with organizations 
deriving the principal financial support 
from community or similar type cam- 
paigns. Salaries charged to fund-raising 
costs comprise those of staff personnel 
(full time or part time) whose primary 
assignments and services are directly 
related to fund-raising activities of the 
organization. In large organizations de- 
partmentalized by services, this category 
includes the director, his staff assistants 
and the clerical staffs related to the 
solicitation and the processing of con- 
tributions and related records. In 
smaller organizations, where personnel 
perform multiple operations, salaries are 
allocated to fund-raising costs as indi- 
cated in the following discussion. 

For personnel, full time or part time, 
employed specifically to work in more 
than one service of the organization, 
salaries are allocated on the basis of 
division of time. This division may be 
determined by either of two methods. 
The first method involves an actual rec- 
ord of time spent on each service. 
Monthly, allocation of costs is made on 
the payroll records showing amounts 
chargeable to each service. The second 
method is the determination of a basis 
of allocation at the beginning of each 
fiscal year, based on prior year’s experi- 
ence and current conditions. Payroll 
allocation is the same as used in the first 
method, For example, the full-time serv- 
ices of an employee may not be re- 
quired for the camping program of the 
organization. Employment is predicated 
on four months’ work in fund raising, 
four months’ work in public relations 
and four months’ work in camping. Un- 
der this predetermined basis, the annual 
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salary of the employee would be charge. 
able to each of these services in equal 
amounts. It should be noted that the 
time element only determines the amount 
to be allocated. The principle of pri- 
mary purpose of allocation remains the 
same, i.e., employed to perform spe. 
cifically in different services. 

At this point, it becomes important 
to differentiate the above classification 
of employment from other types of em- 
ployment involving the services of full- 
time, year-round personnel. In_ large 
organizations, the professional staff is 
only responsible for the service pro- 
grams and activities of the organization. 
Where the professional personnel par- 
ticipate in fund-raising campaigns, such 
work is secondary in purpose. It is 
recognized that without this assistance 
the campaign activities would be af- 
fected. Nevertheless it is also recog: 
nized that the assignment to fund-rais- 
ing work is not part of the primary 
work of the staff, but is handled in con- 
junction with their regular service pro- 
gram activities. Under the principle of 
primary purpose, no allocation of the 
salaries is proper. 

The same principle can also be ap- 
plied to the salary of the executive di- 
rector of the organization. Whether the 
organization is large or small, the po- 
sition is primarily administrative. In 
that capacity, he is responsible for the 
over-all supervision of all activities, of 
which fund raising is one. At certain 
times of the year one phase or another 
may require more attention. However. 
the over-all administrative supervision 
is never relinquished. Thus, no alloca- 
tion of his salary is proper. 

The question may be raised as to 
allocation of accounting department sal- 
aries (and other costs) to fund-raising 
operations. The preparation of bank de: 
posits of contributions and issuance of 
contributors’ receipts may consume 4 
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considerable amount of time of the ac- 
counting personnel. The accounting de- 
partment’s responsibility is not fund 
raising but the exercise of sound internal 
control over all financial operations of 
which fund raising is one phase. The 
work of preparing bank deposits and 
issuing receipts come under the cate- 
gory of internal control. Thus, no allo- 
cation of accounting department costs is 
proper. 

As a general consideration, wherever 
allocation of salaries is necessary, dis- 
tribution should be recorded in the cur- 
rent period’s payroll records. Postings 
to expense classifications should be 
made at the close of each current ac- 
counting period in order to reflect the 
proper relationship of expenditures to 
the related approved budget. 

Allocation of social security taxes, 
group insurance, hospitalization, and 
other fringe benefits to employees should 
be made on the same basis used for 
salaries to which they relate. 


Printed Materials and Mailing Costs 


In this classification are included all 
printed or other reproduced releases 
used directly in fund-raising operations. 
This includes brochures, direct mail 
pamphlets, other pamphlets used in .so- 
licitation work, and forms and records 
used in solicitation, accounting for and 
processing contributions received. These 
materials may also include some public- 
education information. The extent to 
which both types of data are included 
is dependent on the purposes which the 
organization wishes to accomplish. It 
thus becomes a matter of proper appli- 
cation of the principle of primary pur- 
pose to each type of release. 

We can begin an analysis of mate- 
tials by charging to fund-raising costs 
all materials the contents of which are 
primarily intended as fund-raising ap- 
peals. These materials are prepared for 
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exclusive use during campaigns or as 
regular or special appeals during the 
year for new or special gifts, pledge 
payments, or renewal of prior year’s 
contributions. A second group of mate- 
rials chargeable to fund-raising costs 
comprises solicitation forms, report en- 
velopes, instructions to finance workers, 
and record and statistical forms used in 
the processing, recording and account- 
ing for contributions. Included under 
this classification are also special printed 
forms used in tabulating or electronic 
equipment. The remaining items repre- 
sent materials the allocation for which 
gives rise to varied interpretations. 

As indicated in the opening section 
of this article, the objectives of the 
cultivation program are closely inter- 
related for both public education and 
fund raising. Typical of the many re- 
leases falling in the debatable area is 
the annual report. The publication of 
an annual report appears to be generally 
accepted as standard practice for phil- 
anthropic organizations. The annual 
report may be brief or elaborate de- 
pending on the budget available. It may 
contain direct or implied appeals for 
contributions. It may be timed for 
release during fund-raising campaigns. 
It may be released with a special in- 
sert representing an appeal for gifts. 
The foregoing indicate only some of the 
complications which may arise in deter- 
mining how such costs shall be allocated. 

The purpose of an annual report is 
to present an accounting of the steward- 
ship covering the financial and fune- 
tional operations for the current year 
ended. The report thus serves a dual 
purpose. Firstly, under the New York 
State Membership Laws, the board of 
directors are charged with the respon- 
sibility of presenting an annual report 
to the membership covering all opera- 
tions. Secondly, the organization re- 
ceiving public funds is charged with 
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the responsibility of accounting for 
them to the public. This is not a legal 
responsibility, but a moral one. It can 
readily be observed, therefore, that the 
primary purpose served by an annual 
report is public education, notwithstand- 
ing that a collateral benefit results from 
the fact that public acceptance may pro- 
duce greater financial support. Irre- 
spective of what other purposes the re- 
port may serve, as for example its cir- 
cularization during fund-raising cam- 
paigns, all costs of preparing and mail- 
ing are proper charges to public educa- 
tion and not fund raising. 

The costs of preparing and _stufling 
special enclosures appealing for funds 
are, however, fund-raising 
Where both are mailed as a single re- 
lease, the mailing costs are chargeable 
to fund raising. With smaller organiza- 
tions, limitation of funds make it more 
economical to prepare an annual report 
in such form as to serve both purposes. 
Under these conditions the annual re- 
lease serves two primary purposes, i.e., 
fund raising and public education. The 
costs are therefore allocated to both 


expenses. 


classifications of expense. 

Pamphlets and other releases explain- 
ing or instructing the public on the use 
or value of the service programs avail- 
able are primarily intended as public 
education. The costs are therefore 
chargeable to public education only. 
Any reference to a contribution is of 
secondary although useful benefit. 


Other Publicity Materials 


These costs fall into two major groups. 
One group comprises publicity and pub- 
lic relations expenses intended primarily 
to bring the activities of the organiza- 
tion to the attention of the public. These 
costs are proper charges to public edu- 
cation. The second group comprises 
publicity and public relations intended 
primarily to keep the name of the or- 
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ganization before the public, principally 
during the fund-raising campaign pe. 
riods. The costs included in this sec. 
ond group cover such items as radio 
and television spot announcements, 
newspaper and other media space, street 
and subway car cards, outdoor sign 
posters, motion picture trailers and 
other similar media. All of these simply 
show the name of the organization with 
a one or two word appeal for funds, 
These expenses therefore are properly 
chargeable to fund-raising expenses. 

It will be noted that motion pictures 
are not included in the second group 
of expenses covering publicity and pub- 
lic relations. Generally, films are pro- 
duced primarily to publicize some phase 
or phases of the service programs of 
the organization. The end purpose is 
to induce a greater use of the particu- 
lar service covered. This is another as- 
pect of the year-round cultivation pro- 
gram whose primary purpose is educa- 
tion. During fund-raising campaigns 
these films may be exhibited to attract 
both operating and capital contribu- 
tions. This phase, however, is second- 
ary in purpose. On the basis of ils 
primary purpose, the costs are charge: 
able to public education only, or to a 
specific service program, where so bud- 
geted. An example is a summer camp 
film exhibited during the year to culli- 
vale increased paying camper attend- 
ance. Although used during fund-rais- 
ing campaigns as a basic selling point 
of the over-all program of the organi- 
zation, the costs are chargeable to the 
camping budget, or public education. 


Costs of Special Functions 


Fund-raising functions may be classi- 
fied into three major groups, namely, 
dinners or luncheons, theatre or special 
events parties, and merchandise sales. 
These functions, although approved by 
the organization, are usually conducted 
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under the independent auspices of the 
sponsoring groups working on_ behalf 


of the organization. 

Dinners and luncheons are held for 
the primary purpose of attracting and 
obtaining contributions. Gifts received 
are acknowledged to the donors at full 
value. In addition an admission charge 
is made to cover the direct costs of the 
meeting. All direct costs incurred by 
the sponsoring group are offset against 
the admission charges received. All ex- 
penses incurred by the organization in 
connection with the function, irrespec- 
tive of how paid, are proper charges to 
fund-raising costs. 

For special events and theatre parties, 
the net proceeds to the organization is 
the balance remaining after all direct 
costs incurred by the sponsoring group 
have been deducted. For theatre parties, 
the balance generally represents the sale 
of tickets, less the actual price paid to 
the theatre. Expenses incurred by the 
organization in connection with these 
events or parties are chargeable to 
fund-raising costs. 

For rummage sales, bazaars and other 
similar functions where donated goods 
are sold, the sponsoring groups pay all 
costs. The organization only records 
as income the net proceeds received. 


Organization Dinners and Meetings 


This classification includes dinners, 
luncheons and other meetings, inspira- 
tional in scope, held by the organiza- 
tion for the purpose of stimulating vol- 
unteer workers engaged in campaign 
work, They also serve as report meet- 
ings. Where participants help to defray 
the costs of these functions through vol- 
untary donations made at the functions, 
the amounts are applied as reductions 
of the costs incurred. They are not 
considered to be income. 
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Rent of Premises and Light 


Space occupied by the year-round 
fund-raising service or department is 
charged to fund-raising costs on the 
basis of square feet occupied. However, 
space temporarily assigned during cam- 
paign periods is not allocated, but is 
charged to the service using the prem- 
ises regularly. Expenses incurred in con- 
nection with premises donated on a free 
rental basis during campaign periods 
are charged to fund-raising costs. 
Charges for light are allocated on the 
same basis used for rent. All allocated 
expenses are distributed to fund-raising 
costs monthly for budget comparisons. 


Telephone and Telegraph 


For the year-round fund-raising op- 
erations, cost is allocated on the basis 
of number of extensions regularly as- 
signed to the service. Additional exten- 
sions or trunk lines added during the 
campaign periods are direct charges to 
fund raising. Where switchboard con- 
trol is operative, additional calls may 
be readily ascertainable and allocated. 
Under other conditions, past experience 
on increased costs during campaign pe- 
riods may be used as a basis for allo- 
cation. Telegraph charges are readily 
determined from copies of messages 
transmitted, 


Central Services Expenses 


This classification of expenses does 
not refer to the costs incurred by fund- 
raising agencies on behalf of partici- 
pating organizations. It is a classifica- 
tion of expenses characteristic of large 
organizations. For economy in opera- 
tions and for more efficient services, 
one central service bureau within the 
organization is set up to handle sten- 
ographic, clerical and messenger serv- 
ices, mimeograph, offset and other re- 
producing processes, operation of elec- 
tronic equipment and similar services. 
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The allocation of these costs to fund- 
raising and other departments is based 
on the usage made of these services 
at rates predetermined annually, at the 
beginning of each fiscal year. Sten- are allocated in accordance with the 
basis used for the other related costs, 
Distribution of expenses to the various 


ographic, clerical and messenger costs 
are allocated on the basis of time rec- 
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costs are allocated on the basis of requi- 
sitions submitted by each department, 
Rental of equipment is allocated on the 
basis of time usage. Salaries involved 


summarized monthly. Mimeo- departmental costs is made on a monthly 


‘raph and other reproducing process allocation basis. 





Generally Accepted Accounting Principles 


“Generally accepted” does not mean that the principle is best; or, 
even, that it is better than others; or that it is logically and objectively 
derived; or that it is necessarily most useful at all times. All the term 
means is, literally, what it says: enough persons have adopted it to ensure 
its acceptance—in other words, so many people are in the same boat, that 
if you adopt the principle you will not be lonely. 


There seem to be no criteria, of an objective kind, for selecting the best 
of the generally accepted accounting principles. If assumptions and condi- 
tions are stated—if it is precisely specified for what the accounting is wanted 

a set of principles can be designed that will best serve that purpose. 
Then, as the assumptions and conditions and needs change, the principles 
must also change. But the real world is rather different. Accounting has 
developed over the years with a desire for stability, durability, certainty and 
general applicability, regardless of the emphasis placed in the literature on 
“usefulness,” “an art rather than a science,” and “changes to meet changed 
conditions.” 


Here, in part, is the explanation of the confusion and perplexity result- 
ing from changes in the purchasing power of money. Up to now, historical 
cost has continued to be the generally accepted basis for accounting, and 
it is supported by all important accounting bodies. Admittedly, the fact 
that in most advanced countries the pace of inflation has in recent years 
been moderate has weakened the drive for change. . . . To affirm that 
inflation has not been severe or abrupt enough to require changes in 
historical cost accounting is another way of saying that the distortion of 
reports has not been significant enough to call for a shift from the his- 
torical cost basis for long-lived assets. But the admission of distortion is, 
in itself, serious. Those who argue that correct accounting and the his- 
torical cost principle are identical twins are on firmer ground, for they 
deny that there is a distortion, refusing to associate the determination of 
income with either the replacement problem or the purchasing power con- 
cept. I find a certain dignity in their position, for an income figure arrived 
at by their route undoubtedly has about it the quality of objectivity in 
maximum degree; the figure is simply stated and no need to defend it is 
recognised. . .. 


B. C. Lemke, “The Development of Accounting in the United States,” 
AccountinG Researcu, October 1957 
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Official Release 


Earnings per Share 


Issued April 1958 as Accounting Research Bulletin No. 49 by 
the Committee on Accounting Procedure, American Institute 
of Certified Public Accountants. 


1. Statistical presentations of periodic 
net income (or loss) in terms of earn- 
ings per share’ are commonly used in 
prospectuses, proxy material, and an- 
nual reports to shareholders, and in the 
compilation of business earnings statis- 
tics for the press, statistical services, and 
other publications. This bulletin deals 
with a number of problems arising in 
the computation and presentation of 
such statistics. 


2. The commiitee has previously con- 
sidered certain aspects of this matter? 
and now reaffirms its earlier conclusions 
that: 


(a) It is, in many cases, undesirable 
to give major prominence to a single 
figure of earnings per share; 


(b) Any computation of earnings per 
share for a given period should be re- 
lated to the amount designated in the 
income statement as net income for such 
period; and 


(c) Where material extraordinary 
charges or credits have been excluded 
from the determination of net income, 
the per-share amount of such charges 


1As used herein, the term earnings per 
share connotes either earnings or losses per 
share. 


“Accounting Research Bulletin No. 43, 
Restatement and Revision of Accounting Re- 
search Bulletins (1953), Chapter 8, par. 14. 


Also see Chapter 2(b), par. 4, 
1958 


and credits should be reported sepa- 
rately and simultaneously. 


3. Not only does the use of a single 
figure for earnings per share involve 
the same limitations of usefulness as 
does a single figure for net earnings, but 
also, in many circumstances, the com- 
putation of earnings per share involves 
unique problems. While it is desirable 
to achieve as much uniformity as is 
feasible, clear explanation and disclo- 
sure of methods used are especially im- 
portant in this area of financial re- 
porting. 


4. The committee suggests the fol- 
lowing general guides to be used in com- 
puting and presenting earnings per 
share: 

(a) Where used without qualifica- 
tion, the term earnings per share should 
be used to designate the amount ap- 
plicable to each share of common stock 
or other residual security outstanding. 


(b) Earnings per share, and particu- 
larly comparative statistics covering a 
period of years, should generally be 
stated in terms of the common stock 
position as it existed in the years to 
which the statistics relate, unless it is 
clear that the growth or decline of earn- 
ings will be more fairly presented, as 
for example, in the case of a stock split, 
by dividing prior years’ earnings by the 
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current equivalent of the number of 
shares then outstanding. 


(c) In all cases in which there have 
been significant changes in stock during 
the period to which the computations 
relate, an appropriate explanation of the 
method used should accompany the 
presentation of earnings per share. 


Single-Year Computations 


5. In the computation of earnings 
per share for a single year, minor in- 
creases or decreases in the number of 
shares outstanding during the year may 
be disregarded, and it is appropriate to 
base the computation on the number of 
shares outstanding at the end of the 
year. In the case of a substantial in- 
crease or decrease in the number of 
shares resulting from the issuance or 
reacquisition of stock for cash or other 
property during the year, it is generally 
appropriate to base the computation of 
earnings per share on a weighted aver- 
age of the number of shares outstanding 
during the year. Where there has been 
little or no opportunity to utilize the 
proceeds from the issuance of such 
shares, as would most clearly be the case 
when the shares were issued shortly 
before the end of the year, such shares 
may be disregarded in the computation. 
When an increase in the number of 
shares outstanding results from a stock 
dividend or a stock split, or a reduction 
in the number of shares outstanding 
results from a reverse split, without 
proceeds or disbursements, the computa- 
tion should be based on the number of 
shares outstanding at the end of the 
year. For purposes of determining the 
number of shares outstanding, reac- 
quired shares should be excluded. 


6. If there has been a stock split’ or 
a reverse split after the balance-sheet 


3 See Accounting Research Bulletin No. 43, 


Chapter 7(b). 
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date but before the issuance of the finan. 
cial report, it is desirable to base the 
computation of earnings per share on 
the new number of shares, since the 
reader’s primary interest is presumed 
to be in the present stock position. Simi- 
lar considerations may apply to stock 
dividends,* although a relatively small 
stock dividend may properly be disre. 
garded. In these cases of changes after 
the balance-sheet date, it is preferable 
to choose the more useful and informa. 
tive basis of computation rather than to 
present two simultaneous and _ possibly 
confusing computations on different 
bases. When computations of earnings 
per share reflect changes in the number 
of shares after the balance-sheet date, 
it is important that this fact be clearly 
disclosed since there may be a presump- 
tion that earnings per share are based 
on the number of shares shown on the 
balance sheet. It is equally important 
that significant changes in the number 
of shares after the balance-sheet date be 
disclosed when such changes are not re- 
flected in the computation of earnings 
per share. 


ld 


7. Where there are shares outstand- 
ing senior to the common stock or other 
residual security, the claims of such se- 
curities on net income should be de- 
ducted from net income or added to net 
loss before computing per-share figures, 
since the term earnings per share is 
ordinarily used to designate the amount 
applicable to each share of common 
stock or other residual security outstand- 
ing. In arriving at net income applica- 
ble to common stock for purposes of 
the per-share computations, provision 
should be made for cumulative pre- 
ferred dividends for the year, whether 
or not earned. In the case of a net loss, 
the amount of the loss should be in- 
creased by any cumulative preferred 
stock dividends for the year. Where 


such dividends are cumulative only if 
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earned, no adjustment of this nature is 
required except to the extent of income 
available therefor. In all cases the effect 
that has been given to dividend rights 
of senior securities in arriving at the 
earnings per share of common stock 
should be disclosed. 


8. The following special considera- 
tions relate to convertible securities: 


(a) When debt capital, preferred 
stock, or other security has been con- 
verted into common stock during the 
year, earnings per share should ordi- 
narily be based on a weighted average 
of the number of shares outstanding 
during the year. When the weighted 
average is used in such cases, adjust- 
ments for the year in respect of interest 
or other related factors are not made. 

(b) When capitalizations consist es- 
sentially of two classes of common stock, 
one of which is convertible into the 
other and is limited in its dividend 
rights until conversion takes place as, 
for example, when certain levels of earn- 
ings are achieved, two earnings-per- 
share figures, one assuming conversion, 
are ordinarily necessary for full dis- 
closure of the situation. 


Comparative Statistics 


9, Presentations of earnings-per- 
share data for a period of several years 
should be governed basically by the 
criteria for single year presentations, 
but may involve a number of special 
considerations in view of changes in con- 
ditions during the period, and the pur- 
pose for which the data are to be used. 
It should be recognized that any tabu- 
lation of earnings per share for a period 
of years may have little bearing on the 
present position, and may fail to give 
any indication of present expectations. 
Variations in the capital structure may 
have substantial effects on earnings per 
share. The usefulness of such statistics 
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depends in large measure on collateral 
historical information and disclosure of 
methods of computation used. The com- 
mittee’s recommendations which follow 
are intended as guides to general uni- 
formity but not as substitutes for ex- 
planations and disclosures or as cures 
for the inherent defects in statistical 
presentations of earnings per share. 

10. When computations of earnings 
per share for a period of years, such 
as are submitted in annual reports and 
in prospectuses, include periods in which 
there have been stock splits or reverse 
splits, the earnings for periods prior to 
the dates of the splits should be divided 
by the current equivalent of the number 
of shares outstanding in the respective 
prior periods in order to arrive at earn- 
ings per share in terms of the present 
stock position. Similar treatment should 
be accorded to stock dividends; how- 
ever, it is permissible not to extend such 
treatment to small recurrent stock divi- 
dends, although in a prospectus or when 
such dividends in the aggregate become 
material, consideration should be given 
to recognizing the cumulative effect 
thereof. On the other hand, where, dur- 
ing the period of years for which data 
are given, there have been issuances or 
reacquisitions of stock for cash or other 
property, or, issuances in connection 
with conversions of debt capital, pre- 
ferred stock, or other security, the com- 
putations of earnings per share for the 
years prior to such changes are not af- 
fected; it follows that earnings per share 
for these years should be based on the 
number of shares outstanding in the 
various years. When both situations 
have occurred, the effect of each should 
be reflected in accordance with the fore- 
going recommendations. 

11. When equity securities are being 
publicly offered: 

(a) If there have been significant 
conversions of debt capital, preferred 
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stock, or other security during the pe- 
riod of years for which data are given, 
it is appropriate to present supplemen- 
tary calculations revising past figures to 
reflect subsequent conversions, on a pro 
forma basis. 

(b) If the securities being offered, 
or their proceeds, are to be used to re- 
tire outstanding securities in circum- 
stances which assure such retirement, it 
may be useful to present, in addition to 
otherwise appropriate calculations, sup- 
plementary computations to show pro 
forma earnings per share for at least 
the most recent year as if such substi- 
tution of securities had been made. 
When this is done, the basis of the sup- 
plementary computations should be 
clearly disclosed. Where, however, the 
securities being offered, or their pro- 
ceeds, are to be used, not to retire ex- 
isting securities, but for such purpose 
as expansion of the business, earnings 
per share should be computed without 
adjustment for any increase in the num- 
ber of shares anticipated as a result of 
such offering. 


12. Where there has been a pooling 
of interests* during the period of years 
for which data are given, in connection 
with which the number of shares out- 
standing or the capital structure in other 
respects has been changed, the method 
used in computing earnings per share 
for those years prior to the pooling of 
interests should be based on the new 
capital structure. When there is to be 
a pooling of interests in connection with 
which the number of shares outstanding 
or the capital structure in other respects 
will be changed, earnings per share for 
any period for which income statements 
of the constituent companies are pre- 
sented in combined form should be com- 
puted on a basis consistent with the ex- 


4See Accounting Research Bulletin No. 48, 
Business Combinations (1957). 
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change ratio to be used in the pooling 
of interests. In either case earnings per 
share should, in all other respects, he 
computed in conformity with the prin. 
ciples set forth in the foregoing para. 
graphs. 


Earnings Coverage 
of Senior Securities 


13. Where periodic net income is re. 
lated to outstanding shares of senior 
securities, such as preferred stock, the 
committee believes that, under most cir. 
cumstances, the term earnings per share 
is not properly applicable in view of the 
limited dividend rights of such senior 
securities. In such cases it may be help. 
ful to show the number of times or the 
extent to which the requirements of sen- 
ior dividends have been earned, but 
such information should not be desig- 
nated as earnings per share. 


Miscellaneous 


14. It is impracticable to deal, in 
this bulletin, with all of the possible 
conditions and circumstances under 
which it may be necessary or desirable 
to compute data in terms of earnings 
per share—for example, acquisitions. 
mergers, reorganizations, convertible 
and participating securities, outstanding 
stock options, retirements, and various 
combinations of these circumstances. 
While such situations should be dealt 
with in harmony with the recommenda: 
tions made in this bulletin, they call for 
especially careful consideration of facts 
and the exercise of judgment in the 
light of all the circumstances of the case 
and the purposes for which the data are 
prepared. In such complex situations 
as those mentioned in this paragraph, 
a clear disclosure of the basis on which 
the computations have been made is 
essential. 

(Continued on page 582) 
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Recent Developments in New York State 
Tax Legislation and Regulations 


By STANLEY H. BecKEeRMAN, C.P.A. 


The purpose of this article is to sum- 
marize recent New York State Tax leg- 
islation and regulations particularly as 
aflecting the personal income tax. 

Proponents of a federally-based New 
York State personal income tax received 
added ammunition from the results of 
the special session of the New York 
Legislature in June 1957 and the regu- 
lar session in 1958. Out of the mélange 
of numerous uncoordinated bills affect- 
ing personal income taxes, relatively few 
were passed and a still smaller amount 
were enacted into law. The relatively 
insignificant number of bills finally en- 
acted represent another chapter in the 
patchwork pattern of piecemeal amend- 
ment of the law apparently without any 
clear pattern or order other than meet- 
ing the exigencies of the moment. 


Sick-Pay Exclusion 

The special session of the Legislature 
in June 1957 amended Section 359(2) 
(e) of the Tax Law to exclude from 
gross income amounts received by em- 
ployees through health and accident in- 
surance as reimbursement for medical 





StanLEY H. BecKERMAN, C.P.A., is a 
former chairman of our Society's Com- 
mittee on Municipal and Local Taxation 
and is currently a member of the Com- 
mittee on New York State Taxation. 
Mr. Beckerman is a partner in the firm 
of Eisner & Lubin, Certified Public 


Accountants. 
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care of the taxpayer, his spouse and 
dependents or payments for permanent 
loss of function or permanent disfigure- 
ment where the payments are determined 
by the injury and without reference to 
absence from employment. The amend- 
ment also excludes from gross income 
payments in lieu of wages during ab- 
sence from work on account of personal 
injuries or sickness up to a maximum 
of $100 per week. The exclusion applies 
to payments after the first seven days of 
absence unless the employee is hospi- 
talized for one day during the period 
of absence from work. This amendment 
conforms the State law to the exclusions 
provided by Section 105 of the Internal 
Revenue Code and was one of the legis- 
lative recommendations of the Commit- 
tee on New York State Taxation of The 
New York State Society of CPAs. 
The Regulations of the State Tax 
Commission issued under this section 
are designed to result in identical treat- 
ment of “sick-pay” exclusions for both 
State and Federal returns. Subdivision 
(d) of Article 83 of the State Regula- 
tions specifically provides for the appli- 
cability of the Treasury Department 
Regulations and interpretive rulings rel- 
ative to the exclusions. This policy is 
being adhered to in practice as evi- 
denced by a letter ruling of Mortimer 
M. Kassell, Deputy Commissioner and 
Counsel, Department of Taxation and 
Finance, dated April 16, 1958, in which 
adherence to the Federal Regulations 
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relative to exclusions was reiterated and 
served as the basis of the ruling. 

The new treatment is applicable to 
any taxable year commencing on or 
after January 1, 1957. 


Employer’s Contributions to Health 
and Accident Plans 


The 1958 session of the Legislature 
took another look at Section 359 of the 
Tax Law and amended subsection 2 by 
the addition of paragraph (q) which 
provides that contributions by an em- 
ployer to accident or health plans for 
compensation to his employees for per- 
sonal injuries shall be excluded from 
the employee’s gross income. The exclu- 
sion applies whether the compensation 
is through insurance or other means and 
was approved March 24, 1958 applica- 
ble to taxable years commencing on or 
after January 1, 1957. 


Prizes and Awards; Scholarships and 
Fellowship Grants 


In another set of amendments to Sec- 
tion 359, the Legislature resolved sev- 
eral areas of doubt while achieving 
conformity with the Internal Revenue 
Code. Section 359(1) was amended to 
provide that prizes and awards are in- 
cludible in gross income except those 
received in recognition of religious, 
charitable, scientific, educational, artis- 
tic, literary or civic achievement where 
the recipient is selected on a non-com- 
petitive basis and is not required to 
render substantial future services in or- 
der to obtain the award. This amend- 
ment, applicable to taxable years begin- 
ning on or after January 1, 1958, is 
virtually identical with Section 74 of 
the Internal Revenue Code. 

Paragraph (r) which was added to 
Section 359(2) exempts from gross in- 
come payments to matriculated students 
for scholarships and fellowship grants 
including the value of contributed serv- 
ices, accommodations and expenses in- 


580 





Recent Developments in New York State Tax Legislation and Regulations 


cident to an exempt scholarship or grant 
to the extent expended by the recipient, 
The exclusion does not apply to pay- 
ments for teaching, research or other 
services required to obtain the scholar. 
ship unless such services are required 
of all candidates for a particular degree, 
The exclusion does not apply to pay- 
ments received by students who are not 
candidates for a degree unless contri- 
butions to the grantor of the scholarship 
are deductible as charitable contribu- 
tions under the State Law. If payments 
to non-matriculated students qualify un- 
der the foregoing, the amount of the 
exclusion is limited to $300 times the 
number of months of payment up to a 
maximum of thirty-six months. Gener- 
ally, this amendment conforms to Sec- 
tion 117 of the Internal Revenue Code. 


Liquidating Distributions by 

Partnerships 

For taxable years commencing on or 
after January 1, 1958, new Section 
304-a of the Tax Law provides that 
payments in liquidation of the interest 
of a retiring or deceased partner repre- 
senting such partner’s interest in part- 
nership assets shall be taxed as a sale 
or exchange of such interest. The bal- 
ance of such liquidating payments are 
to be treated as distributions of partner- 
ship income. 

Amounts paid for “unrealized receiv- 
ables” and for goodwill of the partner- 
ship (except to the extent the partner- 
ship agreement provides for a payment 
for goodwill) are not to be included in 
payments representing a partner's inter- 
est in the partnership assets. “Unreal- 
ized receivables” are defined as_ the 
rights to payment for goods delivered 
or to be delivered to the extent that 
such payments would be treated as ordi- 
nary income from the sale of a non- 
capital asset, and the rights to payment 
for services rendered or to be rendered 
if such rights were not previously in- 
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cludible as income under the partner- 
ship’s method of accounting. 

Prior to enactment of this 
all amounts paid to a retiring partner 
were deemed in payment for his inter- 
est, resulting in capital gain or loss to 
the retiring partner and no deduction 
to the remaining partners. The new sec- 
tion appears to conform State law to 
Section 736 of the Internal Revenue 
Code. It should be noted that the State 
treatment on liquidation may not be 
entirely consistent with that of the Fed- 
eral income tax as the State law has no 
provision comparable to Section 751 of 
the Internal Revenue Code which pro- 
vides for ordinary income for the 
amount of gain on liquidation attribut- 
able to inventory which has “appreci- 
ated substantially in value.” 


section, 


Change from Accrual Basis to 

Installment Basis 

Partial relief is granted to taxpayers 
who change from the accrual basis to 
the installment basis of reporting net 
income and net capital gain, effective 
for taxable years commencing on or 
after January 1, 1958. 

As amended, Section 358-a of the 
Law continues the requirement that ac- 
crual basis taxpayers changing to the 
installment basis must again subject to 
fax, installments received on account of 
sales or other dispositions made in a 
prior year even though the entire gain 
was previously taxed on the accrual ba- 
sis. However, under the new provision, 
laxpayers are granted a reduction in tax 
for the year of duplication of income 
equal to the amount of tax previously 
paid attributable to such income, but 
not in excess of the tax in the duplica- 
tion year attributable to the receipt of 
the installment payments. 

The amendment to Section 358-a also 
provides that for years commencing 
January 1, 1958 the installment method 
may be used for casual sales of per- 
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sonalty and sales of realty if there are 
no payments in the year of sale. 

The aforementioned changes conform 
Section 358-a of the State Law to Sec- 
tions 453 (b) and (c) of the Internal 
Revenue Code. 


Exemption for Dependents Attending 

College 

The $800 personal exemption for de- 
pendents in full-time attendance at ap- 
proved schools or colleges first enacted 
in 1957 was broadened to eliminate the 
age requirement and to include business 
schools as eligible institutions. Prior to 
the amendment, the exemption was avail- 
able only to dependents over 18 years 
old. The liberalized provision is avail- 
able for taxable years commencing on 
or after January 1, 1958. 

Credit for Income Taxes Paid 

Other States 

The credit granted New York resi- 
dents for personal income taxes paid to 
other states on income derived from 
such states, first granted in 1957, was 
extended by the Legislature to taxes 
payable on income for the calendar year 
1957 or any fiscal year or period of less 
than one year ending in 1958. This 
credit is available only for taxes paid to 
states which do not allow a nonresident 
credit to New York residents and is 
designed to protect New York residents 
from double taxation. 

The credit has been extended on a 
year-to-year basis primarily to protect 
New York residents working in Massa- 
chusetts which taxes nonresidents with- 
out credit for New York income taxes. 
If Massachusetts should in the future 
grant nonresidents a credit for income 
taxes paid to their state of residence, it 
is anticipated that the credit against 
New York tax will be eliminated. 


Statute of Limitations 


Chapter 403 of the Laws of 1958 
amends Section 373 of the Tax Law to 
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increase from five years to six years the 
period within which the State Tax Com- 
mission may make additional assess- 
ments in cases where in excess of twenty- 
five per cent of the gross income or 
capital gain as reported was omitted 
from the return as filed. This change 
is effective April 1, 1958. 

Miscellaneous 

In addition to the foregoing, the fol- 
lowing amendments were enacted. 

1. A bill amending Section 360(10) 
to permit the deduction for personal 
income tax purposes of contributions or 
gifts to nonprofit cemetery corporations 
or associations for the improvement or 
upkeep of cemeteries. 

2. Chapter 371 of the Laws of 1958 
continued the reduction of unincorpo- 
rated business tax of 15 per cent of the 
first $100 of tax and 10 per cent on the 
next $200 of tax for the calendar year 
1957 and fiscal years or periods of less 
than one year ending during 1958. 


Constitutional Amendment Re: Federal 

Income Base 

A concurrent resolution of the Legis- 
lature adopted January 29, 1958 pro- 
poses that Section 22, Article 3 of the 
State Constitution be amended to adopt 
the federal definitions of income for 
purposes of state taxation of personal 


and unincorporated business income as 
well as corporation income. This pro. 
posal will have to be again approved by 
the Legislature in 1959 prior to sub. 
mission to the electorate for approval, 


Conclusion 

Analysis of the amendments to the 
New York Tax law discussed in this 
paper indicates that most of the meas. 
ures adopted were designed to bring 
New York law into conformity with the 
Internal Revenue Code. However, many 
areas remain in which differences be- 
tween State and Federal treatment will 
continue to plague taxpayers and their 
representatives. 

It is quite apparent from the forego- 
ing analysis of the 1957-58 changes that 
the State law becomes increasingly com- 
plex through the continuing attempts al 
achieving conformity with the Federal 
Law. Hopeful signs that something 
fundamental may be accomplished to 
remedy this situation are the recom: 
mendations by the New York State Bar 
Association and the New York County 
Lawyers Association for a formal study 
of the feasibility of a federally-based 
New York State personal income tax, 
and the recent action of our State So- 
ciety’s Committee on New York State 
Taxation endorsing such proposal. 





Earnings per Share 
(Continued from page 578) 


Dividends Per Share 


15. Although this bulletin deals pri- 
marily with earnings per share, certain 
considerations may apply comparably 
to dividends per share. In general, divi- 
dends per share constitute historical 
facts and should be so reported. How- 
ever, in certain cases, such as a stock 
split as mentioned in paragraph 10, a 
presentation of dividends per share in 
terms of the current equivalent of the 
number of shares outstanding at the 
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time of the dividend is necessary so that 
dividends per share and earnings pet 
share will be stated on the same basis. 
When dividends per share are stated on 
any other than the historical basis, it is 
generally desirable that such statement 
be supplemental to the historical record. 
and its basis and significance should be 
fully explained. 

The statement entitled “Earnings 
per Share” was unanimously adopted 
by the twenty-one members of the 
committee. 
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New York State Tax Forum 


Guest Editor—S1pNEY BLUMENBERG, C.P.A. 


From the inquiries and items directed 
to the attention of our Society’s Com- 
mittee on New York State Taxation 
during the past year, the following have 
been selected as having some general 
interest and application. 


Partnership Period 


A partnership was on a fiscal year 
basis ending October 31. In the middle 
of November 1955 the partnership filed 
a petition in bankruptcy and was adjudi- 
cated a bankrupt. For the period start- 
ing November 1, 1955 to the date of 
the filing of the petition a considerable 
loss appears to have been sustained. 
The question raised was as to whether 
a partner was to report the loss attribut- 
able to him on his 1955 or 1956 return. 
The State advised the inquirer that 
losses by a partnership after the end 
of the taxable year and before the part- 
ners’ corresponding taxable year should 
be accounted for by both the partner- 
ship and the partners in their returns for 
the next succeeding taxable year. There- 
fore, if the partnership loss occurred 
subsequent to October 31, 1955, then 
the loss determined in November 1955 
may be claimed on the 1956 individual 
returns of the member partners. 

In connection with this question of 
partnership periods, it should be noted 





Swxvey BLUMENBERG, C.P.A. and mem- 
ber of the New York Bar, is chairman 
of the Society’s Committee on New York 
State Taxation. He is engaged in public 
practice in his own office in New York 


City. 
1958 


that the New York State Tax Law 
(Sec. 364) and the Regulations (Ar- 
ticle 229) were amended in 1957 to 
provide that “in the case of a sale, ex- 
change, or liquidation cf a partner’s 
entire interest in a partnership, on or 
after July 1, 1957, the partner shall 
include in his taxable income for his 
taxable year within which his member- 
ship in the partnership ends, his distri- 
butive share of the net income or net 
loss and net capital gain or net capital 
loss ending with the date of such sale, 
exchange, or liquidation. The death of 
a partner does not constitute a liquida- 
tion of his entire interest in a partner- 


ship.” 


Goodwill 

Is the amount received for goodwill 
on the sale of a route, such as a vending 
or window-cleaning route, subject to 
capital asset treatment? The sale of 
goodwill is controlled by Article 487-g 
of the Regulations. This provides that 
gain or loss on goodwill is the difference 
between the sales price and proven cost 
or other basis. If specific payment was 
not made for goodwill acquired on or 
after January 1, 1919, no deductible 
loss is possible, although, on the other 
hand, upon the sale of the business 
there may be a profit. Goodwill is a 
capital asset for both state and federal 
tax purposes. 


Ep. Note: For an interim period, until a 
permanent departmental editor has been 
selected, this department will be conducted 
by guest contributors. 
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Sale of Realty by an Unincorporated 
Business 


If a partnership composed of non- 
resident partners, owning a rooming 
house in New York, sells the rooming 
house, is the resulting gain subject to 
unincorporated business tax? The Regu- 
lations indicate that income from the 
sale of the assets associated with a 
taxable business would be taxable. It 
would appear, however, that if the part- 
nership dissolved and distributed its 
assets, including the rooming house, to 
the partners, that they, individually, or 
through a common agent or representa- 
tive, might sell their respective interests 
in the assets without becoming subject 
to the unincorporated business tax. 


Two or More Businesses Owned By One 
Entity—Unincorporated Business Tax 
Effects 
A recurring question, arising out of 

different fact situations, is the unincor- 

porated business tax effect of the con- 
duct of separate business activities by 
one individual or entity. Related to 
this is the problem of exemptions and 
allowances for personal services. Ar- 
ticle 2 of the Regulations deals with 
some aspects of these problems. It points 
out that where the same entity operates 
two or more unincorporated businesses, 
the operating results are required to be 
consolidated. Only one exemption may 
be taken and one allowance made for 
the personal services of the individual 
or partners conducting the businesses. 

Under some circumstances, the Regu- 
lations indicate that certain income may 
become subject to the tax which would 
not otherwise be within its scope. For 
example, the leasing out of a portion 
of premises owned by a manufacturing 
business, to an unrelated business, re- 
sults in rental income subject to the 
unincorporated business tax, although 
the holding, leasing, or management of 
real property, by itself, would not have 


584 


New York State Tax Forum 





resulted in income subject to the tax, 
The Regulations, in this respect, appear 
to be inconsistent with the results ob. 
tained in Voelkel v. Browne (1-2 NY 
Tax Cases 718; 268 App. Div. 596, affd 
no op., 294 N.Y. 834). In that case the 
court found that where the owner of a 
manufacturing business and of 8] 
pieces of real property kept separate 
records and bank accounts for the busi- 
ness and the property, and charged the 
business rent for use of some of the 
property, the activity relating to the 
management of the property was not 
subject to the unincorporated business 
tax. One can only speculate as to 
whether the maintenance of separate 
records and accounts is the basic recon- 
ciling factor in these opposite results. 
Of course, the utilization of separate 
partnerships or entities, generally pro- 
vides a solution to this problem. This 
gives rise to separate exemptions and 
separate allowances for personal ser- 
vices. In this connection, it is note- 
worthy that if a husband and wife carry 
on separate businesses, each business is 
a separate entity, requiring separate re- 
turns. One additional thought on the 
separate and distinct nature of the unin- 
corporated business is that the filing of 
a personal income tax return does not 
constitute the filing of an unincorpo- 
rated business tax return. Accordingly, 
the statute of limitations does not begin 
to toll until the latter return is filed. 


Decedents and Taxes 


It should be noted that the optional 
deduction of 10 per cent of gross income 
or $500, whichever is less, in lieu of all 
deductions otherwise allowable, is not 
available to estates or trusts. Also, the 
State does not permit a surviving spouse 
to file a joint return with the deceased 
for the taxable year in which the death 
of the decedent occurs. 

Inquiry has been made as to whether 
it is necessary to wait until the expira- 
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tion of the year in which the death of 
the taxpayer occurs, in order to file a 
return for the decedent’s last taxable 
period. Article 542 of the Regulations 
provides: “An executor or administra- 
tor shall file a return for the decedent 
for that portion of the decedent’s taxable 
year prior to the date of his death. 
Such return may be filed at any time 
after the appointment and qualification 
of the executor or administrator and 
without waiting for the close of the 
taxable year.” 


Miscellaneous State Tax Committee Notes 


Conformity of federal and state law. 
The Committee on New York State 
Taxation added its support to the effort 
being made to conform the state tax law 
with the federal tax law. It voted its 
endorsement of the constitutional 
amendment passed by the Legislature 
at its recent session which has this 
objective. 

The unincorporated business tax and 
small business. Several months ago, 
Sidney H. Rand, CPA, wrote a letter to 
the editor (May 1958 issue) and there- 
after communicated with the Commit- 
tee, calling attention to an apparent 
inequity suffered by the small business- 
man in the application of the unincor- 
porated business tax. He pointed out 
that in certain lower income brackets 
the individual operating an unincor- 


Educating 


the Client 


porated business paid more tax than 
the incorporated business, although the 
latter entity enjoyed a number of legal 
advantages. The Committee has _re- 
viewed this situation and has suggested 
that a re-examination of the allowance 
for the personal services of individuals 
operating an unincorporated business 
might adjust this situation. This ap- 
proach will be discussed with the State 
Tax Commission. 

Reproduction of tax returns. An ef- 
fort is being made to clarify the 
questions incident to the acceptable 
reproduction of tax returns for filing 
with the state. To this end, it would 
be appreciated if copies of correspond- 
ence received by practitioners, bearing 
on the acceptability or non-acceptability 
of reproduced tax returns, or any official 
information thereon, were forwarded to 
our Committee on New York State 
Taxation in care of this magazine, so 
that all available information may be 
collated for the general guidance of all 
concerned. 

Administrative or procedural recom- 
mendations. It is expected that the Com- 
mittee will meet shortly with the State 
Tax Commission for a discussion of pro- 
posed administrative and _ procedural 
changes. Accordingly, any readers who 
have suggestions in these areas, are in- 
vited to forward them to us for review 
and submission. 


... It is a fact, however, that all too often the banker has the unpleasant 
duty of telling his customer that the figures submitted are not entirely satis- 
factory—to the embarrassment of banker, borrower and accountant. 

In view of the excellent progress that has been made in achieving 
better understanding of mutual problems between bankers and accountants, 
it would seem that the way to avoid such embarrassment lies in better 
education of the borrower, since he ultimately determines the scope of the 
accountant’s engagement. Certainly it is up to the banker to be explicit 
in outlining to his customer the type of report he requires, but thereafter 
the burden is on the accountant: he knows what a banker normally wants, 
and if he has any difficulty with his client, I am sure he will find the 
banker more than willing to discuss the problem with borrower and 


accountant together. 


Cuar.es E. Lorp, “Accountant, Banker and Borrower,” 


1958 


Tue Connecticut CPA, March 1958 


585 











Accounting at the SEC 


Conducted by Louis H. Rappaport, C.P.A. 


The Short-Form Prospectus 


In the early days of the Securities 
Act, the preparation of a registration 
statement was even more complicated 
than it is today. The registration proc- 
ess years ago also involved a great deal 
of duplication which fortunately is not 
true today. 

When the SEC took over the adminis- 
tration of the Securities Act from the 
Federal Trade Commission, it continued 
the use of Form A-1 which was then 
in effect as the basic registration form. 
Shortly thereafter the SEC promul- 
gated a new and additional registration 
form—called Form A-2—for use only 
by seasoned companies that complied 
with the requirements for its use. 

Forms A-1 and A-2 had some things 
in common. Under both forms the reg- 
istration document had to be complete 
in every respect, and in addition re- 
quired the preparation of a prospectus 
which duplicated much of the informa- 
tion that was contained in the registra- 
tion statement itself. At the time, this 
duplication seemed regrettable but nec- 
essary. The investor’s chief interest is 
the prospectus because that is the docu- 
ment on the basis of which he ordinarily 
makes up his mind whether or not to 
buy the security being offered. 





Louis H. Rappaport, C.P.A., @ partner 
in the firm of Lybrand, Ross Bros. & 
Montgomery, C.P.A.s, is the author of 
SEC AccountinG PRACTICE AND PRo- 
CEDURE. 
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The SEC rescinded Forms A-1 and 
A-2 and adopted other forms to replace 
them. The new forms were designated 
S-1, S-2, etc. Form S-1 is the one used 
most often. It consists of two parts: 
Part I is the information that must be 
included in the prospectus; Part II con- 
sists of information that need not be 
included in the prospectus. Consequently 
we no longer have the duplication of 
material because the prospectus has be- 
come a basic part of the registration 
document. 

As a result of a change in 1954 in 
the Securities Act and the adoption by 
the SEC of new rules and instructions, 
there has come into use on a restricted 
basis a short form of prospectus called 
a “summary prospectus.” ‘This pros 
pectus is a highly condensed version of 
the complete (or long-form) prospectus 
and is intended to facilitate the dissemi- 
nation of investment information and to 
aid in screening potential buyers of 
the security who would be interested 
in obtaining the long-form prospectus. 
The use of the short form is optional. 
It does not replace the complete pros: 
pectus which still must be furnished to 
the buyer of the security. Every sum- 
mary prospectus carries the following 
legend: 

Copies of a more complete prospectus may 
be obtained from (insert name or names). 

A short-form prospectus usually con- 
sists of about four pages and gives the 
most significant information about the 
company, its operations, products and 
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Accounting at the SEC 


earnings. The summary of earnings is 
the only financial statement required to 
be included in the short-form prospectus 
when used in relation to an S-1 filing. 
The financial requirements are slightly 
different in the case of a filing on Form 
S.9 which is used to register debt securi- 
ties of high grade issuers. 

Customarily, the summary of earnings 
in the short form prospectus is preceded 
by a headnote which indicates that it 
is taken from the complete prospectus 
and that it is certified by the independ- 
ent accountants whose report appears in 
the complete prospectus. Because of 
space limitations, the accountant’s cer- 
tificate ordinarily is not included (and 
is not required to be included) in the 
summary prospectus. 

As far as accountants are concerned 
there are a few things to be kept in 
mind in connection with the use of 
summary prospectuses. 

If there are notes to the financial 
statements in the long-form prospectus 
which are essential to an understanding 
of the earnings summary, these notes 
should be furnished as a part of the 
earnings summary in the short-form 
prospectus. From the viewpoint of the 
investor reading the short prospectus, 
if a note is essential to an understand- 
ing of a financial statement, the note 
should be included in the prospectus. 


If the earnings summary in the short- 
form prospectus is “expertized” (i.e., 
submitted in reliance upon the account- 
ant’s certificate and his authority as an 
expert) but the accountant’s certificate 
is not furnished, the accountants, in their 
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certificate in the complete prospectus, 
should cover the earnings summaries in 
both prospectuses. This may be accom- 
plished by writing the accountant’s re- 
port along the following lines: 

We have examined the (identified financial 
statements) Of <iccovcceussouncecnaeres Com- 
pany and the earnings summary contained in 
this prospectus and in the summary prospec- 
tus. Our examination, etc. ... 

In our opinion, the (identified financial 
statements) present fairly the financial posi- 
HONNIOE: osc cc wets dasqucconee Company at 
(date) and the results of its operations for 
(period), and the earnings summary con- 
tained in this prospectus and in the summary 
prospectus presents fairly the net income and 
other data shown therein for (period), all in 
conformity, etc. 

If the earnings summary is furnished 
in sufficient detail so that it constitutes 
an income statement, and if information 
regarding changes in earned surplus is 
given, the accountant may report that 
the earnings summary “presents fairly 
the results of operations, etc.” 

When making arrangements for an 
SEC engagement, the accountant should 
inquire whether the company or the 
underwriters intend to prepare and cir- 
culate a summary prospectus. The 
short form is currently used by rela- 
tively few companies. Inasmuch as the 
short-form prospectus does not ordi- 
narily contain a certificate, sometimes 
the prospectus is prepared without the 
accountant’s knowledge, in which event 
it comes to his attention as the result of 
a comment in the SEC’s deficiency 
letter. Certainly it is better to know 
these things in advance and thereby 
avoid the deficiencies. 
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Administration of a CPA Practice 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 


Conducted by Max Bock, C.P.A. 


Gleanings From Our Society's 
1958 Annual Conference 


Compliance with Bulletin No. 23 


Compliance with the provisions of the 
AICPA’s Statement on Auditing Pro- 
cedure No. 23 received considerable at- 
tention, and deservedly so. Since the 
provisions have been approved by the 
N. Y. State Society of CPAs, with the 
expectation that the members as well as 
all practicing accountants would con- 
form, the discussion had a direct interest 
for those present. 


Two major problems were given con- 
sideration. First was the failure on the 
part of a segment of the profession to 
take a position, as required, regarding 
financial statements submitted by them. 
Second was an apparent inclination by 
some practitioners to disclaim an opin- 
ion though in some cases a qualification 
would be permissible and, in other in- 





Max Btiock, C.P.A. (N. Y., Pa.), is a 
former chairman of the Committee on 
Administration of Accountant's Prac- 
tice of the New York State Society of 
Certified Public Accountants. He is a 
lecturer at The City College of New 
York in the graduate course on Ac- 
counting Practice. Mr. Block is a 
member of the firm of Anchin, Block 
& Anchin. 
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stances, to fail to bring out the positive 
factors in the audit and the financial 
statements. 

An omission of a required procedure 
requires a disclaimer of opinion only if 
the amount involved is material and the 
auditor has not satisfied himself other. 
wise by procedures which, in_ his 
opinion, are demonstrably satisfactory. 
There is some latitude in this permis. 
sive provision. Moreover, the opinion 
paragraph may be expanded to bring 
out the positive factors of the adequacy 
of the audit “in all other respects” and 
that, whereas the disclaimer applies to 
the statements “as a whole”, not all 
aspects of the statements are, “tainted” 
by the omission of the specified audit 
procedure. Compliance with the provi: 
sions of Bulletin No. 23 is in the best 
interests of the profession. Many fail 
ures, in this writer’s opinion, are due 
to an erroneous concepl as to the inflex- 
ibility of the requirements. Literature 
on the subject not alone clarifies this 
point but provides many illustrations of 
clauses that temper the seeming rigidity. 


Accountants’ Legal Liability for 
Malpractice 
This subject is one as to which there 
is as yet an inadequate body of cases 
that clearly define an accountant’s re 
sponsibility to his client and to third 


The few existent cases are 


parties. 


affected by conditions peculiar to them 
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Administration of a CPA Practice 


and are largely old. Changing condi- 
tions and attitudes may make the old 
decisions uncertain as to their reliability 
in new judicial actions. There are safe- 
euards which practitioners should be 
ever mindful of. Briefly, they are the 
following: 

1. An understanding 
reached with the 
writing, as to the limitations of the audit 
with respect to employee and customer 


should be 


client, evidenced in 


frauds. 

2. The client company’s internal con- 
trol should be inquired into and the evi- 
dence thereof should appear in the 
workpaper file. 

3. Inadequacies in internal control 
should be communicated to the client 
and the workpapers should disclose the 
effect the audit program of the 
awareness of the deficiencies. 


on 


|. The workpapers and the financial! 
statements should reflect compliance 
with auditing and reporting standards 
and that the opinion, if any, is properly 
founded. Where no opinion is 
pressed and the report does not specifi- 


e€x- 


cally disclaim an opinion, the account- 
ant will not necessarily derive immunity 
against claims because of this omission. 


5. Adequate liability insurance should 
be carried. 7 

Claims against accountants are more 
frequent than commonly realized and, 
particularly where reliance is placed on 
staff, no one is immune, large firm or 
small firm. Constant alertness to this 
hazard is basic to the preservation of 
reputation and fortune. Good adminis- 
tration of a practice will make this a 
cardinal principle. Practitioners would 
serve themselves well by reading the 
material on this subject by Saul Levy 
in the CPA HaNnpBook, and in articles 
by him which have appeared in THE 
New York Certiriep Pusiic Account- 
ANT and THE JOURNAL OF ACCOUNTANCY. 
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Firms’ Standards and Staff 
Retention Problems 


An intelligent, alert and forward- 
looking accountant will not be content 
to stay long on a job if he is dissatisfied 
with a firm’s standards and practices. 
He will be on the lookout for a better 
position as soon as he realizes that he 
will not improve his technical knowl- 
edge and acquire worthwhile experience 
on the job. Moreover, he feels that his 
chances for obtaining a better position 
are increasingly diminished the longer 
he stays with a firm whose auditing and 
reporting standards are subnormal. Em- 
ployers should recognize this factor as 
one that has a vital bearing on the abil- 
ity to retain good staff accountants. 
Many men will make some sacrifice of 
compensation to obtain good experience. 


Graduates seeking employment are 
naturally interested in connecting with 
“good” firms. Some immediately turn 
to the large firms as insuring the best 
experience and progress. Others seek to 
be placed with the medium-sized firm 
having high standards, as the firm offer- 
ing good, all-round experience. Many 
graduates inquire about the “good” 
firms from their accounting instructors 
and from friends in the field. Thus, 
many graduates are informed as to the 
firms to be approached first, and only 
after failing there will they move into 
the lower echelon. 


What about the practitioner whose 
clients are very small businesses, where 
the services rendered are largely of a 
write-up nature and where compliance 
with auditing and reporting standards 
is unfortunately uneconomic? He will 
always have a problem in obtaining 
good accounting help, the severity of 
which will vary with employment con- 
ditions. Even such practitioners could 
face their problems realistically and, 
despite the limitations of their practice, 
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Administration of a CPA Practice 


help the staff accountant derive as much 
out of his work as is possible. Such 
positions provide early opportunities to 
be in charge, to deal with clients, to 
learn bookkeeping techniques of busi- 
ness, to get valuable experience in de- 
veloping accuracy and mathematical 
facility, and to render a real, construc- 
tive service to small businessmen. 
Small businessmen 
for credit purposes as well as for mana- 


need statements 
gerial guidance. Here is an opportunity 
for observance of auditing and report- 
ing standards. The discussions with 
clients of their business and_ personal 
problems is educational to the account- 
ant as well as to the client. A few years 
spent with small be a 
worthy stepping stone for advancement 
to a larger firm and larger clients. The 
small practitioner can stress all of these 
points when interviewing an applicant 
for a staff position. 


businesses can 


Accountants’ Tensions 


Public accountants have their anxi- 
eties and tensions in common with their 
businessmen clients. Many theories cir- 
culate as to the physical effects of exces- 
sive pressures, some of which are not 
proven while others are only generaliza- 
tions to which an individual may not be 
subject. There probably is no disagree- 
ment that tensions and anxieties can 
make a man unfit to live or work with. 

A pamphlet recently published by the 
National Association for Mental Health, 
written by George S. Stevenson, M. D., 
is a valuable treatise on the subject, 
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ascribing to tensions an aspect of value 
and essentiality that may be most com. 
forting to sufferers. The author points 
out that: “Anxiety and tension are es. 
sential functions of living just as hunger 
and thirst are. Without the experience 
of anxiety we would not be prepared to 
avoid or overcome situations harmful to 
ourselves and our families. Without the 
ability to tense ourselves we would fall 
short in emergencies, often to the peril 
of our lives.” 

Though tensions are considered nat- 
ural and useful it is nevertheless most 
desirable, in the interest of good emo- 
tional health, that they be climinated 
regularly, that one not live constantly 
in a tense manner. Eleven easy methods 


for shedding them are prescribed, 
namely: 

1. Talk it out. 

2. Escape for a while. 

3. Work off your anger. 

4. Give in occasionally. 

5. Do something for others. 

6. Take one thing at a time. 

7. Shun the “superman” urge. 

8. Go easy with criticism. : 


9. Give the other fellow a “break.” 
10. Make yourself “available.” 


11. Schedule your recreation. 


So—start tomorrow by kissing your 
wife goodbye as you leave for the oflice, 
greet your secretary with a cheery 
“hello” upon arrival there, and make 
definite your uncertain vacation plans, 


etc. 
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Payroll Tax Notes 


Conducted by SAMUEL S. REss 


Employer Responsibilities and Costs Affected 
By Recent N. Y. Labor Law Amendments 


Changes in unemployment insurance 
benefit payment rules which have gone 
into effect this past month, affect the 
reporting responsibilities and unemploy- 
ment insurance costs of New York em- 


ployers. 


Extension of Base Period 


Under lowered benefit eligibility rules 
which went into effect June 23, 1958, 
an employer should have readily avail- 
able a claimant’s work and wage record 
for the past 104: weeks as well as the past 
52 weeks. The unemployment insurance 
lav amendment to Section 527 thereof 
provides that in addition to the present 
requirement that claimant must have 
worked 20 weeks with earnings averag- 
ing $15 a week, a claimant will also be 
eligible if he has 15 weeks work in the 
preceding year and 40 weeks work in 
the two years preceding filing of claim, 
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with average weekly earnings of $15. 
The effect of this requirement on the 
wage records that must be kept readily 
available can be demonstrated by the 
following situation. 

Suppose a former employee files a 
claim for benefits on August 4, 1958. 
He was laid off August 1, 1958. Be- 
tween August 3, 1958 and July 29, 
1957, the beginning of the 52 week 
period immediately preceding the filing 
date of the claim, claimant had had 
only 16 weeks of employment with his 
last employer. It now becomes neces- 
sary to ascertain if the claimant had had 
10 weeks of employment with his cov- 
ered employers from July 30, 1956 to 
August 3, 1958. A search of wage rec- 
ords of three years is now required in 
such cases. 


Aveidance of Delinquency Penalty 


Despite the additional time required 
to search the claimant’s wage and em- 
ployment record, the “LO 12” for such 
claimants must be returned within the 
7 day period required by the statute at 
the risk of a $10 penalty for delin- 
quency. It would appear that more time 
should be allotted to employers by the 
Division of Employment in such cases 
or that the Industrial Commissioner 
recognize as good cause for delinquency 
sufficient to warrant the nonassessment 
of the $10 penalty, those cases reported 
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late because additional time was needed 
to search the records of a third year. 
Because of the 2 year statute of limi- 
tations for Federal Wage and Hour Law 
purposes many employers do not keep 
detailed individual wage and employ- 
ment records readily available with their 
current records. It may now be neces- 
sary to design forms of individual em- 
ployees’ earnings records to accommo- 
date weekly postings for three years 
instead of two. 


New Benefit Rates 

With the weekly earnings limit of par- 
tially unemployed claimants increased 
from $36 to $45 for less than four days 
work a week, and the creation of nine 
new benefit rates above the old $36 
maximum, ranging at intervals from 
$37 to $45 for claimants with average 
weekly wages ranging from $73 to $90 
a week or more, the maintenance of a 
favorable unemployment insurance tax 
rate will require closer attention than 
heretofore, if these costs are to be kept 
under control. 


Change in Formula for Charging 

Employer Accounts 

The formula for charging benefit pay- 
ments to employer accounts has been 
changed for all new claims filed June 23 
and after. Until now, employers were 
charged in inverse chronological order 
(last employer first) according to the 
number of weeks work each employer 
gave the claimant in the 52 weeks before 
he filed his claim. This meant that if a 
claimant qualified for benefits on the 
basis of 20 weeks of work and received 
more than 20 benefit payments, the 
accounts of his base year employers 
were charged only for the first 20 pay- 
ments. The additional payments be- 
came a charge against the General 
Account of the Unemployment Trust 
Fund. Now, instead of debiting the Gen- 
eral Account for the excess payments, a 
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second round of charges occurs agains 
employer accounts, starting again with 
the last employer and working back. 
Despite the change to allow benefits 
in connection with employment for only 
15 weeks in the preceding hase year 
provided the claimant could also show 
40 weeks of covered employment in the 
104 weeks prior to the week in which 
he filed his benefit claim, the employer 
or employers who employed the claim. 
ant in the preceding 15 weeks would be 
charged for all the benefit payments, 
In the example given above, the em. 
ployer who had given the claimant 16 
weeks of work could be charged with 
26 benefit payments for the claimant. 


Under the Temporary Unemployment 
Compensation Program pursuant to 
which claimants may receive an addi- 
tional 13 weeks of benefits in the benefit 
year after having exhausted the 26 
weeks of benefits, the Industrial Com. 
missioner has announced that benefits 
paid to claimants for any part of the ad- 
ditional 13 weeks will not be charged to 
the individual employer’s account. It 
should be noted, however, that pro- 
vision will have to be made for these 
additional benefits, and the employer 
will be faced with additional tax to 
cover such payments either in the form 
of higher federal unemployment tax or 
less favorable merit rating. 


With the increased benefit categories 
and liberalization of the qualifying pro- 
visions, more employers may be faced 
with the possibility not only of losing 
a present favorable experience rating 
but also with the danger of having their 
employer account balances depleted. 
The top rate for employers with negative 
accounts (due to the depletion of their 
account balances by benefit charges ex 
ceeding the credits from contributions 
paid for their accounts) has been raised 
for the first year to 3.0 per cent, starting 
January 1, 1959. The top rate for such 
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employers was formerly 2.7 per cent. 
If the negative account persists for two 
successive years, the negative account 
employer will have to pay contributions 
at the rate of 3.2 per cent starting in 


1960. 


Workmen’s Compensation 


Maximum benefit has been increased 
from $36 to $45 a week effective July 1, 
1958. Minimum benefit rates are in- 
creased to $20 a week unless the average 
weekly wage is less than $20 in which 
event the benefit rate shall equal the 
weekly wage. In death cases, the mini- 
mum weekly benefit payable to eligible 
dependents is $20 a week. 

A new “loss of hearing” article is 
now part of the workmen’s compensa- 
tion law for disability found to have 
occurred on a job associated with harm- 
ful noise. Benefits are not to be payable 
until six months after the worker is 
separated from the job which caused the 
loss of hearing. 

A claimant who is being rehabilitated 
under the State Education program to 
retrain disabled workers, may be per- 
mitted to receive $30 a week for main- 
tenance instead of $20 as formerly pro- 
vided. 


Disability Benefits 


Disability benefits for off the job 
disability have been extended from a 
maximum period of 20 weeks to 26 
weeks. Last year the maximum benefit 
category was raised to $45 a week. 


Discrimination in Employment 


Employment discrimination because 
of age of persons 45 to 65 has been 


1958 


prohibited except for persons physically 
unable to handle the job or pursuant to 
bona fide retirement systems. The State 
Commission Against Discrimination has 
jurisdiction over complaints due to age 
discriminatory practices. 

This is a new area in which laying- 
off of higher paid older men or women 
to be replaced by lower paid younger 
persons, is now prohibited. 


Farm Labor Records 


Farm labor crew leaders are now re- 
quired to keep payroll records and to 
give workers wage statements showing 
wages earned and deductions made from 


wages. 


Employee Welfare Funds 
The Employee Welfare Fund Act has 


been amended, making it a misdemeanor 
to file false statements or to make false 
entries in welfare fund records. It also 
provides for prohibition of employment 
of a person involving conflict of interest 
which adversely affects the interest of 
the fund. It would appear that this 
amendment may be of special interest to 
accountants, lawyers and others who 
represent the Employee Welfare Fund 
on the one hand and clients required to 
make contributions to the same. 


Fringe Benefits 


Finally, an amendment to the Labor 
Law regarding wages, makes it a mis- 
demeanor for an employer not to con- 
tribute for or provide the wage supple- 
ments he has agreed to make or provide, 
for fringe payroll benefits such as vaca- 
tion or holiday pay, and sick, death or 
retirement benefits. 
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Decisions and Rulings — Ricwarp S. Hetsrein, C.P.A. 


Commentary 


Committee on Federal Taxation 


Chairman, HERBERT M. MANbELL, C.P.A. 


Decisions and Rulings 


Renewal of Treasury Cards 

The procedure for renewal of Treas- 
ury cards, upon their expiration, has 
been revised with regard to those regis- 
trants whose practices are conducted in 
one of the Brooklyn, Upper Manhattan 
or Lower Manhattan Districts. Such 
practitioners must file their renewal ap- 
plications (form 23A) with the Regional 
Commissioner of Internal Revenue, 90 
Church Street, New York, N. Y., instead 
of with the Director of the District in 
which the applicants’ practice is located 
as previously prescribed (Notice, IRB 


1958-21, 50). 


Transferee Liability for Life Insurance 

Proceeds 

It was previously reported (NYCPA, 
Vol. XXVIII, No. 1, January 1958, p. 
70) that the Supreme Court had granted 
certiorari in two cases in order to re- 
solve the question of whether benefici- 
aries of life insurance policies are trans- 
ferees, and to what extent they are 
liable, as such, for income taxes unpaid 
by the decedent at the time of the in- 
sured’s death. The decisions in these 
cases have now been published. 

In Com, v. Jean F. Stern (6/9/58, 
___ US ___), the Supreme Court up- 
held the decision of the Sixth Circuit 
Court of Appeals. It stated that Section 
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311, IRE 1939 (similar to Section 6901 
IRC 1954) is procedural and creates no 
liability in and of itself. The liability 
is determined by the law of the state, 
Since in the instant case. the law of 
Kentucky, the state involved, provides 
that, absent fraud, the beneficiary of a 
life insurance policy is not liable to the 
insured’s creditors, there is no. trans 
feree liability to the U. S. Government. 
Furthermore, since Section 311 does not 
create a liability, the state law does not 
defeat a federal lien ner provide an 
exemption from a federal liability. 


In the case of U. S. v. Molly G. Bess 
(6/9/58 US ), the law of the 
State of New Jersey was similar. How- 
ever, in this case there did exist a lien 
in favor of the Government |,y reasot 
of taxes which were not paid upon no- 
tice and demand (see Section 3760 IRC 
1939 and Section 6321 IRC 1951) prior 
to the death of the insured. Since a lien 
did exist, it existed against any properly 
possessed by Mr. Bess in his lifetime. 
In his lifetime, Mr. Bess had no rights 
or property in the proceeds of the pol: 
icy. bui he did have rights in the cash 
surrender value of the policy. And, the 
Court reasons, the cash surrender value 
does not disappear upon death of the 
insured, but is part of the proceeds paid 
to the heneficiary, since the proceeds 
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are, in part, comprised of “a fund” rep- 
resenting “the surplus of the paid pre- 
miums accumulated to make up the cash 
surrender value.” Thus, where a lien 
exists prior to the insured’s death, the 
beneficiary has transferee liability to the 
extent of the cash surrender value of the 


policy. 


Omission of Gross Income 


In a case dealing with Section 275(c) 
of the 1939 Internal Revenue Code, the 
Supreme Court has reversed the long- 
held interpretation of the Tax Court of 
the meaning of the phrase in that sec- 
tion: “omits from gross income.” Sec- 
tion 275(c) extends the statute of limi- 
tations for assessment of deficiencies by 
the Commissioner to 5 years in cases 
where a “taxpayer omits from gross in- 
come an amount in excess of 25 
per centum of the gross income stated 
in the return.” The Tax Court has long 
interpreted this phrase to mean that if 
cost of goods sold was overstated in suf- 
ficient amount so that gross profit from 
sales was understated by more than 
25%; or if, in the case of an individual, 
excessive deductions resulted in 
understatement of gross income from a 


such 


business; or if overstatement of basis 
caused a gain upon sale or exchange to 
be so understated, the Statute would be 
extended two additional years. 

In The Colony Inc. v. Com. (6/4/58, 
rani, ), the Supreme Court held 
that the phrase referred to “items” of 
gross income, or, more simply, gross 
receipts. Thus, the overstatement of 
basis, in this case, did not bring Section 
275(c) into play. 
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The counterpart of Section 275(c) in 
the 1954. IRC is Section 6501 (e) (1) (A), 
which provides for an extension of the 
Statute to six years rather than the five 
years previously allowed. However, Sec- 
tion 6501 (e) (1) (A) (i) specifically an- 
swers one of the questions pondered by 
the Supreme Court by providing that 
“in the case of a trade or business,” 
gross income means the amounts re- 
ceived or accrued from sales of goods 
or services. The phrase “in the case of 
a trade or business” implies that this 
subsection would not apply to overstate- 
ment of basis in the case of a casual sale 
or exchange of property. 

This may be covered by Section 
6501(e) (1) (A) (ii) which provides that 
if sufficient information to apprise the 
Service of the transaction is shown on 
the return or on a statement attached 
to the return, the extended statute shall 
not apply. Nevertheless, there are con- 
ceivable situations a taxpayer 
may not attach a statement to the return 
because of a conviction that under the 
Code, income from a transaction could 
not possibly arise in the taxable year. 


where 


It will be interesting to see whether 
these provisions of the 1954 Code are 
a “cure-all,” or if the decision of the 
Supreme Court will have to be invoked. 


Dependent’s Support 


In determining whether a taxpayer 


has contributed over one-half of a 
dependent’s support, the Regulations 
(Section 1.152(a)(2)(i)) have been 


amended by providing that there will 
be taken into account the fair market 
value of “property or lodging.” This 
provision is inserted in lieu of the last 
two sentences of the above-cited para- 
graph which had provided for taking 
into account the fair market value of 
“goods, services or other benefits.” 
This change leads to speculation. Ob- 
viously it clarifies the Commissioner’s 
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position that the fair market value of 
lodging shall be taken into account. But 
if that were the only objective, the 
phrase “goods, services or other bene- 
fits” would not have been eliminated. 
The way the regulation was written be- 
fore the indicated that the 
amount of support from all sources in- 
cluding amounts spent for food, shelter, 
clothing, medical, dental, education and 
the like or the fair market value thereof 
was to be taken into account. Since the 
revision, however, the fair market value 
provision appears to be limited to “prop- 
erty or lodging.” Thus, for example, 
nursing, teaching or other personal serv- 
ices performed by the taxpayer might 
now be excluded in determining whether 
a taxpayer is entitled to a dependency 
credit. 


revision 


Miscellany 

e The “adequate security” deadline 
for tax exempt organizations has been 
extended to March 15, 1959 or to the 
ninetieth day after enactment of legis- 
lation amending Section 503, IRC 1954, 
whichever is earlier. This provision was 
more fully discussed in NYCPA, Vol. 
XXVII No. 3, March 1957, pp. 211-212. 


¢ The Commissioner has withdrawn 
his acquiescence in the Luther Ely Smith 
case (1944, 3 TC 696) and issued a 
ruling that expenditures to promote or 
defeat constitutional amendments, as 
well as any other legislation, are not 
deductible as ordinary and necessary 


business expense (Rev. Rul. 58-255, IRB 
1958-21, 16). 


¢ Where additional taxes, penalty and 
interest have been assessed against a 
cash basis taxpayer, and partial pay. 
ment is made by such taxpayer without 
specific instructions as to the applica. 
tion of the partial payment, the payment 
will be applied to taxes, penalty and in- 
terest (in that order) commencing with 
the earliest year (Rev. Rul. 58-239, IRB 
1958-21-7). It is important, therefore, 
that where the taxpayer wishes to avail 
himself of an interest deduction in the 
year of payment, specific instructions 
accompany the tender of payment. 


¢ The capital gains of an irrevocable, 
reversionary trust are taxable to the 
grantor where under state law such 
gains are to be added to corpus rather 
than distributed to the income benefi- 
ciary (Rev. Rul. 58-242, IRB 1958-21, 
23). 

© Costs of special education, training 
and treatment given to a mentally re- 
tarded child in an institution are deduct- 
ible as medical expense. Further, if the 
availability of medical care at such in- 
stitution is the principal reason for the 
child’s attendance, the cost of meals, 
lodging and ordinary education is like- 
wise deductible as medical expense. This 
ruling does not apply to problem chil- 
dren sent to disciplinary institutions 


(Rev. Rul. 58-280, IRB 1958-23, 13). 


Commentary 


Possible Pitfall Following Section 333 
Liquidation 
The effect of a Section 333 liquidation 
is to permit the receipt by stockholders of 
property which has appreciated in value 
without the recognition of gain on such 
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appreciation. However, there are prob- 
lems that may arise in the application 
of this section which may offset the 
advantages intended by Congress. 
Following a liquidation under Section 
333, the basis of assets received is deter- 
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mined under Section 334(c) and Regu- 
lation Section 1.334-2. The latter re- 
quires the allocation of basis to specific 
noncash assets in the ratio of relative 
fair market values. The effect of this 
rule may be to require a stepdown in 
basis for certain assets which will pro- 
duce subsequent ordinary income to the 
stockholder. This result must be con- 
sidered in evaluating the desirability of 
a Section 333 liquidation. 

The regulation requires that the basis 
of the assets other than cash in the hands 
of the stockholder be allocated to the 
individual assets in proportion to the 
fair market value of the individual 
assets at the date of liquidation. Under 
this allocation procedure, receivables 
and inventory would receive a new basis 
which may be less than the basis in 
the hands of the liquidating company. 
The result of this would be to cause 
the stockholders to realize a part of 
fixed assets appreciation as ordinary 
income upon collection of the receiva- 
bles and sale of the inventory. This may 
be illustrated by the following example. 
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1. Balance Sheet—xX Co. (As of date 
of liquidation under Section 333). 
Adjusted Fair Market 





Basis Value 
Cag. swede wane $ 1,000 $ 1,000 
Accounts Receivable 2,000 2,000 
FRVOMlOLy. | co cesic.es-s.0 3,000 3,000 
Land and Buildings.. 100,000 200,000 





$106,000 $206,000 








Capital Stock ...... $100,000 
Earned Surplus 6,000 
$106,000 


2. Calculation of aggregate basis to 
sole stockholder of assets received in 
liquidation, other than cash. 


Assumed basis of X Co. stock.. $100,000 
Less—Cash received ........ 1,000 
$ 99,000 

Add—Gain recognized under 
BeCtion. Jas v.0sccecase $e 6,000 
Basis of noncash assets received $105,000 


3. Allocation of basis to specific as- 


sets per Regulation Section 1.334-2. 





2,000 
Accounts receivable —— x $105,000 = ¢ 1,024 
205,01 
3,000 
Inventory —— x $105,000 = 1,537 
205,000 
; 200,000 
Land and Buildings ——— x $105,000 = 102,439 
205,000 -- = 
Total basis of noncash assets 


$105,000 


Since the purpose of Section 333 is 
generally to eliminate the realization of 
gain in a qualified liquidation, it would 
appear that the computation under 
Regulation Section 1.334-2 is in conflict 
with this purpose. In view of the in- 
equitable results which might follow, 
careful consideration should be given to 
the basis allocation to the stockholders 
whenever the desirability of a Section 
333 liquidation is being evaluated. 
Forgiven Indebtedness and the Net 

Operating Loss 

One of the members of our Society 
submitted a problem which is of general 
interest. The specific question was 
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whether or not a net operating loss de- 
duction must be reduced by the amount 
of a forgiven debt, where such forgive- 
ness did not result in taxable income to 
the debtor taxpayer for the reason that 
both before and after the forgiveness 
such taxpayer was insolvent. 

It is well known that, in general, a 
taxpayer realizes income from the can- 
cellation of its debts (U.S. v. Kirby 
Lumber Co., 284 U.S. 1). However, if 
a taxpayer was insolvent prior to the 
forgiveness, taxable income is realized 
only to the extent of the solvency re- 
sulting from the forgiveness of indebt- 
edness. (Lakeland Grocery Co., 36 
B.T.A. 289, and later decisions following 
this case.) The problem here involved 
is whether that portion of forgiveness 
which can be omitted from gross income 
does not reduce the net operating loss 
carryover. 

There seems to be no doubt that the 
net operating loss will not be affected 
by the forgiveness. Section 172(c) of 
the 1954 Code states in quite unam- 
biguous language that the net operating 
loss means the excess of the deductions 
allowed under Chapter 1 over gross 
income, both computed with the modifi- 
cations specified Section 172(d). 
Since. under the Court decisions, gross 
income does not arise to the extent that 
the taxpayer is insolvent, the gross in- 
come to be used in the computation will 
not include that portion of the forgive- 
which does not create such sol- 
Furthermore, the modifications 
enumerated in 172 (d) seem 
to contain a complete and all-inclusive 
list of the adjustments required by law. 
No mention is made of any adjustment 
by reason of debt forgiveness. Appar- 
ently, therefore, no amount of forgiven 
indebtedness has to be taken into 
account which does not result in the 
creation of gross income. This applies 
to the computation of the net operating 


in 


ness 
vency. 
Section 
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loss as well as to the computation of the 
income of the years to which the ne f ' 
operating loss is carried over. 
( 
The Benefits of Section 337 and I 
Collapsible Corporations ‘ 
Under Section 337, if a corporation } 1 
adopts a plan of complete liquidation * t 
and completes such liquidation within | § 
twelve months thereafter, the corpora. 
tion need pay no tax on the gains from F 
the sales or exchanges of certain of its s 
property during that twelve-month Fy 
period. However, under Subsection | y 
337(c) (1), this special exemption does } ¢ 
not apply to sales or exchanges made | 4 
by a collapsible corporation as defined | y, 
in Section 341(b). at 
Suppose Corporation X holds a single |} X 
piece of property, an office building, the | as 
construction of which was completed by | fi 
the corporation on December 31, 1954. | se 
During 1958, more than three years | la 
after completion, a buyer is found for | in 
the property at a price involving a sub- | af 
stantial profit. The buyer insists on | bo 
purchasing the real estate rather than | wi 
the stock of the corporation. May the | re 
corporation effect the sale and_ avail 
itself of the benefits of Section 337? If di 
it may not, how should the sale be con- ch, 
summated at the cost of a single tax! 3] 
It will be assumed that upon com- ha 
pletion of the building the corporation | pe, 
fell within the definition of a collapsible | pa, 
corporation under Section 341 (b). | wo 
Under Section 341(d) a stockholder of pu 
a collapsible corporation, such as Cor | of, 
poration X, could realize a gain on his | Tp, 
stock through sale, exchange. or liqui | 34) 
dating distribution without such gain por 
being subject to the collapsible corpora | oy 
tion provisions, provided the gain wa F fae 
realized more than three years alter pro 
completion of the building. It will be J hj 
noted that Section 341(d) speaks of a is p 
stockholder in a collapsible corporation F Pa, 
being exempt from its provisions undet F set, 
the circumstances described. This raises 
195} 
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the question whether a corporation can 
retain its character as a collapsible cor- 
poration as defined in Section 341(b) 
despite the fact that its stockholders are 
not subject to the provisions of that 
section. If it does so retain its character 
under the cited subsection, the corpora- 
tion is not eligible to the benefits of 
Section 397. 

The Regulations under Section 337 
reflect the position that a corporation 
may be “collapsible” and ineligible for 
the use of Section 337 even though its 
stockholders are ‘“‘in the clear” under 
Section 341(d). It follows, therefore, 
that even after the expiration of three 
years following the completion of con- 
struction of the building by Corporation 
X, the corporation may still be treated 
as “collapsible” and be denied the bene- 
fits of Section 337. While there does not 
seem to be much point in retaining col- 
lapsible status for the purpose of defeat- 
ing the use of Section 337, particularly 
after the stockholders are no longer 
hound by its provisions, the statute, as 
written, does lend support to such a 
result. 


Would the foregoing conclusion be 
different if Corporation X had_ pur- 
chased the office building on December 
31, 1954, instead of constructing it? It 
has been stated that if the property had 
been acquired by purchase instead of 
having been constructed, the corporation 
would cease to be “collapsible” for the 
purpose of Section 337 at the expiration 
of three years from the date of purchase. 
The reason for this is that Subsection 
341(b) defines the term collapsible cor- 
poration to mean “a corporation formed 
or availed of principally for the manu- 
lacture, construction, or production of 
property, for the purchase of property 
which (in the hands of the corporation) 
is property described in paragraph (3).” 
Paragraph 3 defines “section 341. as- 
sels” to mean property held for a period 


1958 


of less than three years. Therefore, by 
the insertion of the comma after “pro- 
duction of property” and before “for the 
purchase” it would appear that section 
337 could be used for purchased prop- 
erty held for more than three years. 

However, some tax authorities have 
held that the result may be the same 
whether the property were purchased or 
constructed. Subsection 311(d)_ states 
the circumstances which relieve a stock- 
holder in a corporation which is other- 
wise collapsible, from the application of 
that section. Thus, the provisions of 
Section 341 do not apply to the gain 
realized by a stockholder of a collapsi- 
ble corporation after the expiration of 
three years following the completion of 
such manufacture, construction, produc- 
tion or purchase. (Subsection 341(d) 
(3).) There would have been no need 
to include “purchase” in the foregoing 
exception to the application of the rules 
governing collapsible corporations, if, 
three years after the purchase, the cor- 
poration itself ceased to be a “collapsible 
corporation. 

In view of the foregoing, the stock- 
holders shold consider a complete liq- 
uidation of the corporation first, and 
then a sale of the property with due re- 
gard, of course, to the pit-falls of the 
Court Holding Co. doctrine. 


Disposition of “Jointly Held 

Restricted Stock” 

If an employee disposes of stock ac- 
quired under a restricted stock option 
plan within two years from the date of 
granting the option, or within six 
months after acquiring the stock by ex- 
ercising the option, he will be consid- 
ered as having received ordinary income 
at that time to the extent that the value 
of such stock exceeds the purchase price 
under the option. Subsection 421(d) (4) 
defines a disposition to include a trans- 
fer of legal title. However, such section 
excludes the transfer of a share of stock 
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from the employee, as sole owner, into 
his name and another jointly, with the 
right of survivorship. A question arises 
as to whether or not a “disposition” 
occurs if the stock is registered in the 
name of the employee and his wife as 
joint tenants, with the right of survivor- 
ship, if the employee dies within the 
two-year or six-month periods. 

The Commissioner, in an informal 
ruling, has taken the position that under 
such circumstances there would be a 
“disposition.” Consequently, it is sug- 
gested that a taxpayer avoid the possi- 
bility of this burdensome “disposition” 
by waiting until the two-year period and 
the six-month period have expired before 
creating the joint tenancy. Thus, once 
both these periods have elapsed, the tax- 
payer could transfer the stock from his 
own name to his name and his wife 
jointly, with the right of survivorship, 
and such transfer would not be a “dis- 
position” under Subsection 421(d) (4) 
(B). The only detrimental aspect to this 
delayed creation of the joint ownership 
would be the possibility that the stock 
may have increased in value and con- 
sequently increase the gift tax payable, 
if any, on the creation of the joint 
tenancy. 


Criminal Penalties Possible for Failure to 
Pay Tax 
Taxpayers short of cash occasionally 
may find it necessary to file a return 


1 


without paying the tax. In time, th 
Internal Revenue Service bills such tay. 
payers for their unpaid liability ang 
adds interest at the rate of 6 per cent 
per annum. In general, this has always 
been the procedure and, as long as the 
tax was paid, there was never any threat 
of penalties or sanctions by the Treasury 
Department. 


In a recent case, U.S. v. Frank Pak 
ermo (152 F. Supp. 825, D.C., Pa., May 
31, 1957), the taxpayer was charged 
with criminal penalties, under Section 
7203, for filing his return but not paying 
the tax due. He sought to have the 
charge dismissed on various grounds, 
the primary one seeming to be that he 
was being discriminated against because 
many taxpayers did the same thing but 
were not prosecuted. The Court refused 
to dismiss the charge against Palermo, 
It dealt with his discrimination argu 
ment by saying, first, that there is a 
clearly recognized principle that failure 
to prosecute all criminals is no defense 
to the one prosecuted and by going on 
to say: 


It seems too clear for argument that a tax 
payer who wilfully fails to pay his tax when 
due, having ample assets to use for the pur 
pose, may most properly be treated differently 
under these criminal provisions, from the 
many taxpayers whose economic conditions 
make it far more difficult for them to pay their 
taxes when due. 
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